more ebooks 


Business Accounting and Finance 5th Edition 
Catherine Gowthorpe - eBook PDF 


Click the link below to download 


https://ebookluna.com/download/business-accounting-and- 
finance-ebook-pdf/ 


more ebooks at ebookluna.com 


Here are some recommended products that might interest you. 
You can download now and explore! 


Business Accounting and Finance, 4e 4th Edition Catherine TENN ‘i 
Gowthorpe - eBook PDF | 


BUSINESS 


https://ebookluna.com/download/business-accounting-and- ACCOUNTING 
; AND FINANCE 
fi nan ce-4e-eboo k-pdf/ CATHERINE GOWTHORPE 


ebookluna.com 


(eBook PDF) Business Accounting & Finance 4th Edition by 
Catherine Gowthorpe 


BUSINESS 


https://ebookluna.com/product/ebook-pdf-business-accounting- po Ne 
finance-4th-edition-by-catherine-gowthorpe/ CATHERINE GOWTHORPE 
ebookluna.com 

(eBook PDF) Inorganic Chemistry 5th Edition by Catherine INORGANIC 


Housecroft 


https://ebookluna.com/product/ebook-pdf-inorganic-chemistry-5th- 
edition-by-catherine-housecroft/ 


ebookluna.com 


(eBook PDF) Contract Law Catherine 11th Edition by 
Catherine Elliott 


https://ebookluna.com/product/ebook-pdf-contract-law-catherine-1 1th- 
edition-by-catherine-elliott/ 


ebookluna.com 


(eBook PDF) Accounting Information Systems Understanding 


Business Processes 5th 


https://ebookluna.com/product/ebook-pdf-accounting-information- 
systems-understanding-business-processes-5th/ 


ebookluna.com 


(eBook PDF) Introduction to Accounting and Finance Custom 


Edition 


https://ebookluna.com/product/ebook-pdf-introduction-to-accounting- 
and-finance-custom-edition/ 


ebookluna.com 


(eBook PDF) Accounting and Finance: An Introduction 10th 
Edition 


https://ebookluna.com/product/ebook-pdf-accounting-and-finance-an- 
introduction-10th-edition/ 


ebookluna.com 


The Practice of Clinical Echocardiography 5th Edition 
Catherine M. Otto - eBook PDF 


https://ebookluna.com/download/the-practice-of-clinical- 
echocardiography-ebook-pdf/ 


ebookluna.com 


(eBook PDF) Accounting and Finance for Non-Specialists 
11th Edition 


https://ebookluna.com/product/ebook-pdf-accounting-and-finance-for- 
non-specialists-11th-edition/ 


ebookluna.com 


ACCOUNTING 
INFORMATION 
SYSTEMS 


INTRODUCTION TO 
ACCOUNTING AND FINANCE 


ACCOUNTING 
AND FINANCE 
AN INTRODUCT H 


TN Í ù 
v> 


Eddie leo ey 


@ Pearson 
/ 


ND FINANCE: 
FOR NI 
>. 
g 
a 


(©) 
Z 
— 
Z 
=) 
O 
O 
Q 
<<< 


Orna PONDA MA 


«Ye CENGAGE 


BUSINESS 
ACCOUNTING 
AND FINANCE 


CATHERINE GOWTHORPE 


AND FINANCE 


CATHERINE GOWTHORPE 


Australia Brazil - Canada * Mexico " Singapore " United Kingdom : United States 


This is an electronic version of the print teztbook. Due to electronic rights restrictions, 
some third party content may be suppressed. Editorial review has deemed that any suppressed 
content does not materially affect the overall learning experience. The publisher reserves the right 
to remove content from this title at any time if subsequent rights restrictions require it. For 
valuable information on pricing, previous editions, changes to current editions, and alternate 
formats, please visit www.cengage.com/highered to search by ISBN#, author, title, or keyword for 
materials in your areas of interest. 


Important Notice: Media content referenced within the product description or the product 
text may not be available in the eBook version. 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Ze CENGAGE 


Business Accounting and Finance, © 2021 Catherine Gowthorpe 
Fifth Edition 
Catherine Gowthorpe WCN: 02-300 
ALL RIGHTS RESERVED. No part of this work may be 
Publisher: Annabel Ainscow reproduced, transmitted, stored, distributed or used 


ji o in any form or by any means, electronic, mechanical, 
List Manager: Birgit Gruber i ji li ji A 
photocopying, recording or otherwise, without the prior 


Marketing Manager: Sophie Clarke written permission of Cengage Learning or under license in 


Senior Content Project Manager: Sue Povey the U.K. from the Copyright Licensing Agency Ltd. 
Manufacturing Manager: Eyvett Davis The Author has asserted the right under the Copyright 
Typesetter: SPi Global Designs and Patents Act 1988 to be identified as Author of 


; this Work. 
Cover Designer: Jonathan Bargus Ltd 


Cover Image(s): Jenner Images/Getty Images 


For product information and technology assistance, 
contact us at emea.info@cengage.com 


For permission to use material from this text or product and for 
permission queries, email emea.permissions@cengage.com 


British Library Cataloguing-in-Publication Data 


A catalogue record for this book is available from the British 
Library. 


ISBN: 978-1-4737-7373-8 


Cengage Learning, EMEA 
Cheriton House, North Way 
Andover, Hampshire, SP10 5BE 
United Kingdom 


Cengage Learning is a leading provider of customized 
learning solutions with employees residing in nearly 

40 different countries and sales in more than 125 countries 
around the world. Find your local representative at 
www.cengage.co.uk. 


To learn more about Cengage platforms and services, 
register or access your online learning solution, or purchase 


materials for your course, visit www.cengage.co.uk. 


Printed in China by RR Donnelley 
Print Number: 01 Print Year: 2020 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Brief contents 


1 The role of accounting in business 1 


SECTION | Financial Accounting and Reporting 27 

The statement of financial position 28 

The statement of profit or loss 48 

Applying accounting conventions 68 

Depreciation and amortization 94 

The statement of cash flows 112 

Financial reporting by limited companies 138 

Understanding financial reports: trend analysis 164 
Understanding financial reports: using accounting ratios 181 


O ON OD OF BP W DN 


SECTION I| Management Accounting 211 
10 Management and cost accounting information 212 


11 Costing: overview and basic techniques 221 
12 Costing: accounting for overheads 236 

13 Pricing 257 

14 Marginal costing and decision making 272 
15 Capital investment decisions 297 

16 Budgets 319 

17 Accounting for control 342 

18 Performance measurement 364 


SECTION II Financial Management 383 


19 The management of working capital 384 
20 Financing the business 403 


Answers to self-test questions 420 
Answers to exercises 441 
Glossary 505 

Index 511 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Contents 


Figures xi 
Preface to the fifth edition xiii 


1 The role of accounting 
in business 1 


Aim of the chapter 1 
Learning outcomes 1 


Introduction 1 
1.0.1 Special Notes for the Suspicious 1 
1.0.2 Legal and Reporting Requirements 2 
Content of this Chapter 2 

1.1 Forms of Business Organization 2 
1.1.1 Sole Trader Businesses 3 
1.1.2 Partnerships 3 
1.1.3 Limited Companies 4 


1.2 Sole Traders, Partnerships and Limited Companies 


Contrasted 5 
1.2.1 Sole Trader — Advantages 5 
1.2.2 Sole Trader — Drawbacks 6 
1.2.3 Partnership — Advantages 6 
1.2.4 Partnership - Drawbacks 6 
1.2.5 Limited Company — Advantages 6 
1.2.6 Limited Company -Drawbacks 6 
1.3 Finance for Business 7 
1.3.1 Existing Resources 7 
1.3.2 Retained Profits 8 
1.3.3 Borrowing Money 8 
1.3.4 Leasing and Hire Purchase 8 
1.3.5 Grant Finance 9 
1.3.6 Financing Companies:Share Issues 9 
1.3.7 Financing Companies: Venture Capital 9 
1.4 Short-, Medium- and Long-term Finance 9 
1.5 Fundamentals of Taxation 10 
1.5.1 Income Taxes (Personal Taxation) 10 
1.5.2 Corporation Tax 10 
1.5.3 Capital Gains Tax 10 
1.5.4 Value Added Tax 10 
1.6 The Need for Accounting Information 11 
1.6.1 Sole Trader 11 
1.6.2 Partnership 12 
1.6.3 Limited Company 13 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


1.7 Users of Accounting Information 15 
1.7.1 Access to Information 16 
1.8 Characteristics of Useful Financial Information 16 
1.9 Financial Accounting and Management Accounting 16 
1.10 The Role of the Accountant in Business 
Organizations 18 
1.10.1 The Accounting Profession 18 
1.11 Accounting Ethics 18 
1.11.1 Ethical Responsibilities for Accountants 18 
1.11.2 The Ethical Code: Ethical Principles 19 
1.11.3 The Ethical Code: Threats to the Ethical 
Principles 19 
1.11.4 Consequences of Ethical Failures 20 
1.11.5 Ethics and Law 21 
1.11.6 Business Ethics 21 
1.12 Organization of the Remainder of this Book 21 


Chapter Summary 22 
Internet Resources 22 
Exercises: Answers at the End of the Book 23 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 25 


SECTION | 


Financial Accounting 
and Reporting 27 


2 The statement of financial position 28 
Aim of the chapter 28 
Learning outcomes 28 


Introduction 28 
2.1 Basics of Business Accounting: The Three Principal 
Financial Statements 28 
2.2 The Statement of Financial Position: Definitions 
of Elements 31 
2.2.1 Assets 31 
2.2.2 Liabilities 31 
2.2.3 Capital 31 
2.2.4 Terminology 31 


2.3 The Accounting Eguation 32 
2.3.1 The Statement of Financial Position Format 32 
2.4 Drawing up a Statement of Financial Position 34 
2.4.1 Changing the Value of Capital 37 
2.5 More Practice with Statements of Financial 
Position 37 
2.6 Communicating Meaning: What does the Statement 
of Financial Position Say? 39 
2.6.1 Characteristics of Useful Financial 
Information 40 
2.7 Financial Reporting by Large Companies 40 


Chapter Summary 41 
Internet Resources 41 
Exercises: Answers at the End of the Book 42 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 45 


3 The statement of profit or loss 48 
Aim of the chapter 48 
Learning outcomes 48 


Introduction 48 

3.1 The Statement of Profit or Loss: Terminology 49 

3.2 Categories of Commercial Activity 49 

3.3 Statement of Profit or Loss for a Sole Trader 49 

3.4 Movements in Inventory 51 

3.5 Calculating Cost of Sales 52 

3.6 Calculating Net Profit 53 
3.6.1 Typical Business Expenses 53 

3.7 What does the Statement of Profit or Loss Mean? 54 
3.7.1 Gross Profit Analysis 55 
3.7.2 Net Profit Analysis 56 

3.8 Analyzing Financial Information in Large Companies 56 

3.9 Statement of Profit or Loss Accounting in a Service 
Business 57 

3.10 Preparing both the Statement of Profit or Loss and 

the Statement of Financial Position 58 


Chapter Summary 62 
Internet Resources 62 
Exercises: Answers at the End of the Book 63 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 66 


4 Applying accounting conventions 68 
Aim of the chapter 68 
Learning outcomes 68 


Introduction 68 
4.1 Returns of Goods, Discounts and Delivery Charges 68 


Contents 


4.1.1 Returns 69 

4.1.2 Discounts 69 

4.1.3 Delivery Charges 70 

4.1.4 Relevance for Service Businesses 70 
4.2 Accounting Conventions 74 

4.2.1 Going Concern 74 

4.2.2 Recognition 74 

4.2.3 Accruals (Matching) 75 
4.3 Comprehensive Example: Accruals 76 
4.4 Current Asset Measurement: Inventory 

and Trade Receivables 79 

4.4.1 Inventory 79 

4.4.2 Trade Receivables 81 


Chapter Summary 84 
Internet Resources 85 
Exercises: Answers at the End of the Book 85 


Exercises: Answers Available on the Instructors’ Section 
of the Book's Website 90 


5 Depreciation and amortization 94 

Aim of the chapter 94 

Learning outcomes 94 

Introduction 94 

5.1 Accounting for the Use of Non-current 
Assets 94 

5.2 Impact of Depreciation on the Financial 
Statements 96 

5.3 Intangible Assets and Amortization 97 
5.3.1 What about the Staff? 98 

5.4 Accounting for Amortization 99 

5.5 Another Method of Depreciation 100 

5.6 Land and Buildings 102 

5.7 The Role of Judgement in Estimating 
Depreciation 102 

5.8 Sale of a Non-current Asset 103 

5.9 Buying and Selling Assets During the Year 104 

Chapter Summary 104 

Internet Resources 105 

Exercises: Answers at the End of the Book 105 

Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 109 


6 The statement of cash flows 112 
Aim of the chapter 112 


Learning outcomes 112 


Introduction 112 
6.1 The Distinction Between Profit and Cash 112 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


vi Contents 


6.2 Preparing a Statement of Cash Flows 114 
6.2.1 Preparing a Statement of Cash Flows: A 
Business Startup 114 
6.3 Direct and Indirect Approaches to Cash Flow 119 
6.4 Statements of Cash Flow in an Established 
Business 120 
6.5 The High Profit/No Cash Paradox 125 
6.6 Statements of Cash Flow in Large Businesses 128 


Chapter Summary 129 
Internet Resources 129 
Exercises: Answers at the End of the Book 130 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 133 


7 Financial reporting by limited 
companies 138 


Aim of the chapter 138 
Learning outcomes 138 


Introduction 138 
7.1 The Limited Company 138 
7.2 Limited Liability 139 
7.3 Information Needs of Company Creditors 141 
7.4 Information Needs of Company Shareholders 141 
7.5 Information Needs of People Other than Shareholders 
and Creditors 141 
7.6 Regulation of Company Accounting and Other 
Issues 141 
7.6.1 Companies Acts 141 
7.6.2 Company Formation and Types of Company 142 
7.6.3 Company Constitutional Arrangements Including 
the Issue of Shares 142 
7.6.4 Shares 142 
7.6.5 Role of Directors 144 
7.6.6 Publication and Presentation of Accounting 
Information 145 
7.6.7 The Audit of Companies 146 
7.6.8 Accounting Standards 146 
7.6.9 International Financial Reporting Standards 146 
7.7 Accounting for Limited Companies 147 
7.7.1 Components of a Set of Limited Company 
Accounts 147 
7.7.2 Presentation of Accounting Information 148 
7.8 Accounting for Listed Companies: Additional 
Requirements 151 
7.8.1 Regulations for Listed Companies 151 
7.8.2 The Annual Report for a Listed Company 151 
7.9 Accounting for Listed Companies: Non-financial 
Information 152 
7.9.1 Advantages of Publishing Non-financial 
Information 152 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


7.9.2 Drawbacks of Publishing Non-financial 
Information 152 
7.9.3 The Strategic Report 152 
7.10 Corporate Reporting on the Internet 153 
7.11 Corporate Governance 153 
7.11.1 What are the Important Issues in Corporate 
Governance? 154 
7.11.2 How Can Good Corporate Governance be 
Assured? 154 
7.11.3 Board Leadership and Company 
Purpose 155 
7.11.4 Division of Responsibilities 155 
7.11.5 Composition, Success and Evaluation 156 
7.11.6 Audit, Risk and Internal Control 156 
7.11.7 Remuneration 156 
7.11.8 Reporting 156 
7.11.9 Conclusion on Corporate Governance 156 


Chapter Summary 157 
Internet Resources 157 
Exercises: Answers at the End of the Book 158 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 161 


8 Understanding financial reports: 
trend analysis 164 


Aim of the chapter 164 
Learning outcomes 164 


Introduction 164 
8.1 Usefulness of Financial Reports to Various Interest 
Groups 165 
8.1.1 Owners and Investors 165 
8.1.2 Potential Investors in a Business 165 
8.1.3 Creditors 166 
8.2 Analytical Techniques: Changes in Figures 166 
8.3 Analytical Techniques: Horizontal and Trend 
Analysis 167 
8.3.1 Some Problems with Horizontal 
Analysis 168 
8.4 Analytical Techniques: Vertical Analysis and Common 
Size Analysis 169 
8.5 Comparing Businesses with each Other 171 
8.5.1 Problems in Comparison 171 
8.6 Segment Analysis 174 


Chapter Summary 175 
Internet Resources 176 
Exercises: Answers at the End of the Book 176 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 178 


9 Understanding financial reports: 
using accounting ratios 181 


Aim of the chapter 181 
Learning outcomes 181 


Introduction 181 
9.1 Financial Ratio Analysis Techniques 181 
9.1.1 A Word of Caution about Financial Ratio 
Analysis 182 
9.2 Performance Ratios 182 
9.2.1 Return on Capital Employed (ROCE) 182 
9.3 Liquidity Ratios 185 
9.4 Efficiency Ratios 186 
9.5 Investor Ratios 190 
9.5.1 Market Capitalization 192 
9.6 Lending Ratios 193 
9.6.1 Gearing 193 
9.6.2 Interest Cover 193 
9.7 The Effects of Gearing 194 
9.7.1 Why are Ordinary Shareholders Interested 
in Gearing? 194 
9.8 Preparing an Analysis of Financial Statements 196 
9.8.1 Collecting the Data 196 
9.8.2 The Focus of the Analysis 196 
9.8.3 The Analysis 197 
9.8.4 Limitations of the Analysis 197 


Chapter Summary 198 
Internet Resources 199 
Exercises: Answers at the End of the Book 200 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 206 


SECTION Il 


Management Accounting 211 


10 Management and cost accounting 
information 212 


Aim of the chapter 212 
Learning outcomes 212 


Introduction 212 
10.1 What is Management and Cost 
Accounting? 212 
10.1.1 Characteristics of Management Accounting 
Information 213 
10.1.2 Some Useful Features of Cost and 
Management Accounting Information 214 
10.2 Definitions of Management Accounting 
and Cost Accounting 215 


Contents vii 


10.3 The Management Accounting Process 215 
10.3.1 The Objectives of the Organization 216 
10.3.2 The Effect of Uncertainty 216 

10.4 Organization of the Rest of the Book 217 


Chapter Summary 218 
Internet Resources 218 
Exercises: Answers at the End of the Book 218 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 219 


11 Costing: overview 
and basic techniques 221 


Aim of the chapter 221 
Learning outcomes 221 


Introduction 221 
11.1 Costing in Business 221 
11.2 Product Costing 222 
11.2.1 Cost Classification: Product and Period 
Costs 225 
11.3 Approaches to Costing 225 
11.3.1 Materials Costs 227 
11.3.2 Labour Costs 229 


Chapter Summary 231 
Internet Resources 231 
Exercises: Answers at the End of the Book 232 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 233 


12 Costing: accounting 
for overheads 236 


Aim of the chapter 236 
Learning outcomes 236 


Introduction 236 
12.1 Production Overheads: Allocation and 
Apportionment 237 
12.1.1 Allocation to Cost Centres 237 
12.1.2 Apportionment to Cost Centres 237 
12.2 Overhead Absorption 240 
12.2.1 Overhead Absorption Rates: Some Other 
Approaches 242 
12.3 Costing of Services 243 
12.4 Costing of Public Sector Services 245 
12.5 Activity-based Costing (ABC) 245 
12.5.1 Principles of ABC 246 
12.5.2 Applying ABC in a Manufacturing Business 246 
12.5.3 Applying ABC in a Service Industry 249 
12.5.4 ABC: Benefits and Problems 249 
Chapter Summary 250 
Internet Resources 250 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 


Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


viii Contents 


Exercises: Answers at the End of the Book 250 


Exercises: Answers Available on the Instructors’ Section 
of the Book's Website 253 


13 Pricing 257 


Aim of the chapter 257 
Learning outcomes 257 


Introduction 257 
13.1 The Relationship Between Price and Quantity 257 
13.1.1 Elasticity and Inelasticity 258 
13.1.2 Problems in Applying the Economic Model 
to the Real World 258 
13.2 Competition in the Market 259 
13.2.1 Price Setters and Price Takers 260 
13.3 How do Producers Decide on Prices? 260 
13.3.1 Market-based Pricing 260 
13.3.2 Cost-based Pricing 261 
13.4 Special Cases 263 
13.4.1 Tendering 263 
13.4.2 Highly Restricted Supply of Unique 
Products 263 
13.4.3 Target Pricing and Costing 264 
13.4.4 Discounting 264 
13.4.5 Auction 265 
13.5 More Issues in Pricing Decisions 265 
13.5.1 Product Life Cycle 265 
13.5.2 Product Life Cycle Issues 266 
13.6 Pricing in Context 266 
13.6.1 Building Contractor 266 
13.6.2 Toothpaste Manufacturer 267 
13.6.3 Writer 267 
13.6.4 Solicitors 267 


Chapter Summary 269 
Internet Resources 269 
Exercises: Answers at the End of the Book 269 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 270 


14 Marginal costing and 
decision making 272 


Aim of the chapter 272 
Learning outcomes 272 


Introduction 272 
14.1 Issues in Decision Making 273 

14.1.1 Relevant Costs and Revenues 273 
14.2 Cost Variability 274 

14.2.1 Variable Costs 274 

14.2.2 Fixed Costs 275 

14.2.3 Stepped Costs 276 


14.2.4 Semi-variable Costs 277 
14.2.5 Typical Cost Behaviour in Different Business 
Sectors 278 
14.3 Marginal Costing for Decision Making 280 
14.3.1 Contribution 280 
14.3.2 Break-even 281 
14.4 Cost-Volume-Profit Analysis 281 
14.4.1 Break-even Charts 281 
14.4.2 Break-even Analysis Using Formulae 283 
14.5 Further Applications of Break-even in Practice 284 
14.5.1 Target Profit 284 
14.5.2 Margin of Safety 285 
14.6 Special Decisions 286 
14.6.1 Accepting Contracts 286 
14.6.2 Major Increases in Activity Levels 287 
14.6.3 Limiting Factors 287 
14.7 Limitations of Analysis Based on Marginal Costing 289 


Chapter Summary 289 
Internet Resources 290 
Exercises: Answers at the End of the Book 290 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 294 


15 Capital investment decisions 297 


Aim of the chapter 297 
Learning outcomes 297 


Introduction 297 

15.1 Capital Investment in Context 298 
15.1.1 Capital Rationing 298 

15.2 Simple Appraisal Techniques 299 
15.2.1 Accounting Rate of Return 301 
15.2.2 Payback 302 

15.3 More Complex Appraisal Techniques 304 
15.3.1 The Time Value of Money 304 
15.3.2 Net Present Value (NPV) 306 
15.3.3 Machine A 307 
15.3.4 Machine B 307 
15.3.5 Machine A 308 
15.3.6 Machine B 308 
15.3.7 Internal Rate of Return (IRR) 308 

15.4 Choosing Between Projects 311 

15.5 Strengths and Weaknesses of the Common 
Investment Appraisal Techniques 311 
15.5.1 Accounting Rate of Return (ARR) 312 
15.5.2 Payback 312 
15.5.3 Net Present Value (NPV) 312 
15.5.4 Internal Rate of Return (IRR) 312 
15.5.5 The Best Technique? 313 


Chapter Summary 313 
Internet Resources 313 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Visit https://ebookluna.com 
now to explore a diverse 
collection of ebooks available 
in formats like PDF, EPUB, and 
MOBI, compatible with all 
devices. Dont miss the chance 
to enjoy exciting offers and 
quickly download high-quality 
materials in just a few simple 
steps! 


Exercises: Answers at the End of the Book 314 


Exercises: Answers Available on the Instructors’ Section 
of the Book's Website 316 


16 Budgets 319 


Aim of the chapter 319 
Learning outcomes 319 


Introduction 319 
16.1 The Relationship Between Strategy and Budget 
Setting 320 
16.2 Principal Types of Budget 321 
16.2.1 Approaches to Budgeting 321 
16.3 The Budget Process 322 
16.3.1 Who Sets the Budget? 322 
16.3.2 Imposition of Budgets 323 
16.3.3 Participative Approach 323 
16.3.4 Stages Involved in Setting a Budget 324 
16.4 Setting the Budget: A Practical Example 325 
16.5 Monitoring Outcomes 332 
16.6 Budgeting: Its Benefits and Drawbacks 332 
16.6.1 Benefits 332 
16.6.2 Drawbacks 333 
16.7 A Radical Alternative 334 
16.7.1 Beyond Budgeting 334 
Chapter Summary 335 
Internet Resources 335 
Exercises: Answers at the end of the book 336 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 338 


17 Accounting for control 342 
Aim of the chapter 342 
Learning outcomes 342 


Introduction 342 
17.1 Standard Costing, Flexible Budgeting and Variance 
Analysis 342 
17.2 Standard Costing 343 
17.2.1 Establishing Standard Costs 344 
17.3 Overhead Variances 351 
17.4 Investigating the Reasons for Variances 355 
17.4.1 Deciding which Variances Merit 
Investigation 355 
17.4.2 Principal Reasons for the Occurrence 
of Variances 355 
17.5 Standard Costing: Issues and Problems 356 


Chapter Summary 357 
Internet Resources 357 
Exercises: Answers at the End of the Book 357 


Contents ix 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 361 


18 Performance measurement 364 


Aim of the chapter 364 
Learning outcomes 364 


Introduction 364 
18.1 Performance Reporting and Organizational 
Objectives 365 
18.2 Divisional Responsibility in Large Business 
Organizations 366 
18.2.1 Centralization and Decentralization 367 
18.3 Assessing Divisional Performance 367 
18.3.1 Cost/Revenue Centre 368 
18.3.2 Profit Centre 368 
18.3.3 Investment Centre 370 
18.3.4 Determining Investment in Net Assets 370 
18.3.5 Determining Divisional Net Profit 372 
18.3.6 Residual Income 373 
18.4 Non-financial Performance Measures 373 
18.5 The Balanced Scorecard 375 
18.5.1 The Four Key Perspectives of the Balanced 
Scorecard 376 
18.5.2 The Balanced Scorecard in Practice 377 
18.5.3 Is the Balanced Scorecard Successful? 378 


Chapter Summary 378 
Internet Resources 378 
Exercises: Answers at the End of the Book 378 


Exercises: Answers Available on the Instructors’ Section 
of the Book’s Website 380 


SECTION Ill 


Financial Management 383 


19 The management 
of working capital 384 


Aim of the chapter 384 
Learning outcomes 384 


Introduction 384 
19.1 Elements of Working Capital 385 
19.1.1 Management and Mismanagement of 
Working Capital 385 
19.2 Asset and Liability Components in 
Practice 386 
19.3 The Management of Inventories 386 
19.3.1 Holding Costs 388 
19.3.2 Economic Order Quantity 389 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 


Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


x Contents 


19.3.3 Other Approaches to the Management of 20.2 Stages in Business Growth and Expansion 406 
Inventories 390 20.2.1 Employing People 407 
19.4 The Management of Trade Receivables 391 20.2.2 Developing the Business 
19.4.1 Addressing the Risks of Offering Credit to Organization 408 
Customers 391 20.2.3 Sources of Finance for the Growing 
19.4.2 The Credit Control Function 392 Business 409 
19.5 The Management of Cash, Overdrafts and 20.3 Sources of Finance for Large Businesses 410 
Trade Payables 394 20.3.1 Issue of Shares 410 
19.5.1 The Operating Cycle 394 20.3.2 Rights of Shareholders 410 
19.5.2 Managing Cash and Overdrafts 396 20.3.3 Benefits of Limited Companies 410 
19.5.3 Managing Trade Payables 396 20.3.4 The London Stock Exchange (LSE) 411 
Chapter Summary 396 20.3.5 Organization and Operation of 
Internet Resources 396 me LHE ji 
20.3.6 Flotation and Other Types of Share 
Exercises: Answers at the End of the Book 397 Issue 413 
Exercises: Answers Available on the Instructors’ Section 20.3.7 To List or Not to List? 415 
of the Book’s Website 399 Chapter Summary 415 


f E E Internet Resources 416 
20 Financing the business 403 


Aim of the chapter 403 Exercises: Answers Available on the Instructors’ Section 
Learning outcomes 403 of the Book’s Website 418 
Introduction 403 
20.1 Financing the Small Business 403 
20.1.1 Sources of Finance for a New Business 


Exercises: Answers at the End of the Book 416 


Startup 404 Answers to self-test questions 420 
20.1.2 The Business Plan 406 Answers to exercises 441 
20.1.3 Why Do Businesses Fail (and Why Do Some Glossary 505 

of Them Succeed)? 406 Index 511 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Figures 


1.1 Separation of ownership and management in a limited company 14 

1.2 The production of financial reports and management accounting reports 17 
4.1 Matching and accruals 76 

9.1 Examples of P/E ratios of companies listed on the London Stock Exchange 192 
10.1 The relationship between management and financial reporting 213 

10.2 Characteristics of financial and management reports 213 

10.3 The process of management 215 

12.1 Improving costing of NHS services 245 

13.1 Price and quantity: the demand curve 258 

14.1 Graph of variable cost behaviour 274 

14.2 Sparks Kitchenware Ltd: variable materials cost graph 275 

14.3 Fixed cost behaviour 275 

14.4 Sparks Kitchenware Ltd: fixed cost (factory rental) graph 276 

14.5 Stepped cost behaviour 276 

14.6 Sparks Kitchenware Ltd: supervisors’ salaries cost graph 277 

14.7 Semi-variable cost behaviour 277 

14.8 Sparks Kitchenware Ltd: semi-variable cost (sales salaries) graph 278 

14.9 Graph of total costs, split into fixed and variable 281 

14.10 Graph of total costs, split into fixed and variable (alternative presentation) 282 
14.11 Break-even chart 282 

14.12 Mulberry Piggott Ltd: cost-volume-profit graph 285 

15.1 Net present value of Machine A cash flows at various discount rates 309 
15.2 Net present value of Machine B cash flows at various discount rates 310 
16.1 Principal budget areas within a manufacturing business 323 

17.1 Summary of the variances covered in the chapter 354 

18.1 Scope of divisional control 368 

18.2 The balanced scorecard 376 

19.1 The movement of cash around the business 385 

19.2 Economic order quantity: graph 389 


The following figures appear in the Answers Section 


Answers to self-test questions 420 
Figure 1 Marshall Mexico Ltd: total costs, split into fixed and variable, for 20X9 432 
Figure 2 Marshall Mexico Ltd: break-even chart for 20X9 432 


Answers to exercises 441 
Figure 1 Billericay Ashworth Limited: raw materials cost 481 
Figure 2 Billericay Ashworth Limited: factory insurance 481 
Figure 3 Billericay Ashworth Limited: telephone charges 482 
Figure 4 Fullbright Bognor Limited: break-even chart 483 
Figure 5 Foster Beniform Limited: break-even chart (fixed costs at £40,000) 484 
Figure 6 Foster Beniform Limited: break-even chart (fixed costs at £50,000) 485 


xi 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


Preface to the fifth edition 


Who is this Book Aimed at? 


The aim of this book is to provide an introduction to business accounting and finance. The book is suitable for 
students on introductory accounting courses, or on business and management courses generally, or on more special- 
ized courses such as marketing, human resources management, tourism, hospitality management and information 
systems. Students outside the business area following courses in engineering, computer science, fashion and fine 
and applied arts will also find the book a very suitable introduction to accounting and finance. 

While the principal intended audience for the book comprises students taking a formal course of instruction at 
college or university, it is also intended that the book should lend itself to self-study by anyone who is interested in 
extending their knowledge of basic business accounting and finance. This could include people who are starting, 
or thinking of starting, their own businesses. Also, the book could be useful for people who are already engaged in 
business but who are aware that they do not quite understand what their accountant is telling them. 

The overarching aim of the book is to develop understanding of accounting. It is not, primarily, a book about 
how to do accounts. Some of the chapters do, indeed, require students to prepare fairly straightforward accounting 
statements. However, the principal purpose of this approach is to aid understanding; it is often easier to understand 
how accounting figures hang together if you have had some experience of working them out for yourself. 

If you are a student specializing in a non-accounting subject you may find that you are obliged, unavoidably, 
to study business accounting and finance. Students in this category are sometimes very unwilling to engage with 
a subject that they find to be alien and unhelpful. If this describes you, you may find it helpful to read the ‘Special 
Notes for the Suspicious’ in Chapter 1 of the book. 


Structure of the Book 


The first chapter ‘The role of accounting in business’ provides a general introduction to accounting. Chapters 2 to 9 
inclusive introduce students to financial accounting and reporting. The early chapters in this section lead students 
through the basics of preparing financial reports. These chapters focus upon very small businesses, as these are 
easier to understand than large corporations. Also, students may find it easier to relate to simple, familiar businesses 
focused upon a single activity. These chapters are mostly silent on law and regulation and concentrate instead on the 
accumulation of technical knowledge so that students will be able, by the end of Chapter 6, to prepare the principal 
accounting statements for very small businesses. 

Accounting law and regulation are introduced in Chapter 7, which examines financial reporting by limited 
companies. The Companies Act 2006 and UK GAAP are introduced in outline, and there is a brief section on 
International Financial Reporting Standards (IFRS Standards). Detailed knowledge of all of these sources of regula- 
tion is outside the scope of the book. Students of this book who go on to further study of accounting will be able to 
build upon their outline knowledge of the role of regulation in accounting. 

Chapters 8 and 9 introduce the important topic of interpretation of financial accounting information. Many 
of the examples in these chapters focus upon smaller businesses, consistent with the approach taken in the earlier 
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chapters, but larger businesses, including some real-life listed companies, are used as the basis of more complex 
examples. In Chapter 9, students are required to learn how to calculate accounting ratios. This may seem arduous, 
and even unnecessary because the ratios of so many listed businesses are readily available on the internet, but calcu- 
lation aids understanding. Also, the approach taken in this book is guided by the examinations of the professional 
accountancy bodies (for example, ICAEW and ACCA) which continue to require students to be able to calculate, as 
well as to comment on, accounting ratios. 

Chapters 10 to 18 inclusive introduce students to management accounting techniques. Consistent with the 
approach taken in the first part of the book, many of the examples focus upon smaller businesses. Many of the 
management accounting techniques explained in these chapters use examples of manufacturing industries. Most 
of the techniques originate in manufacturing and so it is appropriate to start there in explaining them. Where tech- 
niques have been adapted for use in service industries, examples set in the service sector are provided, and from 
time to time, where appropriate, public sector examples are also used. 

Finally, Chapters 19 and 20 provide brief introductions to the management of working capital and financing busi- 
ness activities. We want to note that at the time of this fifth edition going to press, the global COVID-19 pandemic 
is still at large worldwide. For the past few months governments across the world have introduced a range of social 
distancing, isolation and quarantine methods to help control the pandemic and it is too early to tell what the effects 
of this pandemic will be on topics related to business accounting and finance. 


Chapter Structure 


All chapters start with Aims and Learning Outcomes. Diagrams and tables aid the narrative explanations and illus- 
trate concepts, and frequent use is made of worked examples. 

Most chapters include self-test questions within the text, so that students can test their understanding as they 
progress through the chapter. At the end of each chapter is an extensive set of exercises so that students can test 
their knowledge and understanding. Students are often worried and may become demotivated if the end-of- 
chapter exercises are too difficult. Therefore, the exercises are designed to test the full range of learning points 
in the chapter, from simple to complex. If students wish to test their understanding with even more exercises, 
further examples are provided on the book’s dedicated website (see below). About half of the end-of-chapter 
exercises contain answers within the book. Answers to the remainder are available on the instructors’ section of 
the books website. 


Supplementary Material 


In addition to the material presented in the book, a variety of supplementary material is available. 


Dedicated Website 

The instructor section of the website is password-protected and the password is available free to instructors who 
confirm their adoption of the book. Instructors should complete the registration form on the website to apply for 
their password. 


For Students and Instructors (Open Access) 


e Multiple-choice questions. This contains supplementary questions for every chapter, comprising 
multiple-choice questions (usually five to ten per chapter). 
e Additional questions and answers. 
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For Instructors Only (Password-Protected) 


Answers to the end-of-chapter guestions for which answers are not provided in the book 
A downloadable Instructor's Manual including Teaching notes 

PowerPoint presentations to accompany each chapter 

Testbank 

Case Studies 

Additional guestions and answers 

Supplementary chapters on double-entry book-keeping 


Supplementary chapter on accounting in Germany. 


Changes to the Fifth Edition 


The fifth edition has been revised extensively in response to comments and suggestions from instructors and 
students. Many thanks to all those who provided the useful and constructive comments and reviews on which the 
fifth edition is built. 

The principal changes are as follows: 


update and/or replacement of many of the real-life examples 

the addition of a new section and several related questions on ethics in Chapter 1 

update of Chapter 7, including the addition of a substantial section on corporate governance 

the addition of downloadable Excel files to assist in answering some of the exercises in the book. These 
exercises are indicated by the use of the following icon: jad 
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l The role of accounting 
in business 


Aim of the chapter 


To introduce the most common forms of business organization and to understand the reasons why people in 
business need accounting information, the nature of accounting information and the role of the accountant. 


Learning outcomes 
After reading the chapter and completing the related exercises, students should: 


e Understand the differences between the sole trader, partnership and company forms of business 
organizations, and know, in outline, about some of the sources of business finance available to commercial 
organizations. 


e Know in outline about some important features of the business environment including the various ways in which 
tax is charged on businesses. 


e Understand why accounting information is produced. 


e Be able to identify the principal groups in society who need and use accounting information, and to know about 
the principal characteristics and features of accounting information. 


e Know about the functions that accountants perform in the production of accounting information. 


e Understand the importance of ethics for the professional accountant. 


Introduction 


Accounting information is produced, quite simply, because people need it. This chapter explains the context in 
which accountants produce accounting information, describes the potential users of that information and outlines 
the type of information that might be required. The chapter assumes no prior knowledge of accounting or finance, 
or indeed business in general. Students coming to these areas of knowledge for the first time are often apprehensive 
about them. Accounting and finance are regarded by many people as particularly difficult subjects and instructors 
in accounting often face ingrained negative attitudes amongst their new students. Some of the most frequently 
encountered objections are considered in this introductory section of Chapter 1. 


1.0.1 Special Notes for the Suspicious 

If you are really looking forward to studying accounting and finance, please feel free to ignore the next few para- 
graphs. If, however, you are studying accounting only because of a general course requirement and if the quotations 
at the head of each subsection sound familiar, you might find it helpful to read the text below them. 


Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s). 
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it. 


2 Business Accounting and Finance 


‘ACCOUNTING IS BORING AND IT'S NOT RELEVANT TO WHAT I’M DOING ANYWAY.’ Some people are obliged to study accounting 
as part of a course in, say, marketing, engineering or a creative discipline. If you are a fashion student, for example, 
you are likely to be much more interested in creative outcomes and in developing your own skills. But people who 
are successful in making careers in fashion and other creative endeavours have to be very much alive to the business 
environment in which they work. People who have forged successful careers in the creative arts are often surpris- 
ingly well tuned in to the business and accounting aspects of what they do. 


‘ACCOUNTING SHOULD BE LEFT TO THE ACCOUNTANTS.’ If you are looking forward to a career in, say, retail management 
or marketing, you may feel that you really should not have to bother with accounting - after all, there are plenty of 
accountants around to sort out the figures. One of the key messages of this book is that accounting, on the contrary, 
is much too important to be left to the accountants. Business managers in all disciplines owe it to themselves to be 
able to interpret the reports that accountants present to them; such reports are vital aids to understanding what is 
going on in the business. Business managers should be able to question accountants from a position of understand- 
ing the accounting information. If they are not sufficiently knowledgeable to do this, they risk being quite seriously 
restricted in their understanding of their business and their ability to make sound decisions. 

It is important to appreciate from the outset that accounting is not an exact science. Accounting has emerged 
in its present-day form, after many centuries of development, because there is a need for it. It is, essentially, about 
communication between people and so it is vulnerable to all the impediments that hinder proper communication. 
For example, people sometimes tell lies, and accounting can be used, very effectively, to tell lies. Accounting is often 
imprecise, and its imprecision can be easily exploited by the unscrupulous. After studying this book, you should be 
much more aware of the strengths and limitations of accounting as a means of communication. 


‘ACCOUNTING IS ALL ABOUT MATHS, AND I'M NO GOOD AT MATHS.’ Accounting undeniably involves dealing with numbers. 
However, the study of accounting rarely involves much beyond simple arithmetic. Specifically, the principal prior 
skills that this book requires are the ability to add, subtract, multiply, divide and to calculate a percentage. Towards 
the end of the book students will be required to draw simple line graphs and to calculate compound interest. There 
is nothing in this book that requires knowledge beyond GCSE level (in UK terms). 

What the study of accounting does involve, though, is the ability to understand what the numbers signify. This is 
a skill that some students find relatively difficult to acquire. The book has been written with this difficulty in mind. 


‘| WON'T BE ABLE TO UNDERSTAND THE JARGON.’ Accounting is no different from many other spheres of fairly advanced 
human endeavour in that it has its own terminology. Jargon is often baffling to the uninitiated but, inevitably, some 
of the jargon simply has to be learned. This book attempts to explain all the unfamiliar terms in the most straightfor- 
ward way possible. There is a glossary towards the end of the book which collects together a lot of the most unfamiliar 
terminology so that students do not have to go back through the book hunting for the original explanation. 


1.0.2 Legal and Reporting Requirements 


This book refers in several places to legal institutions and requirements. These are all described and named as they 
operate in the UK. So, for example, the tax authority is described as HMRC (Her Majesty’s Revenue and Customs) 
and the legislation for companies is UK legislation. If you are studying this book outside the context of the UK, 
you will find that legal institutions and requirements differ in your own country. Students outside the UK are 
encouraged to familiarize themselves with the applicable requirements and legislation in their own country. 


Content of this Chapter 


The chapter proceeds with a brief description of different forms of business organization, and sources of finance for 
them. It is followed by a brief section on some important features of the business environment, including some of 
the ways that tax is charged on business. 

The chapter then proceeds to examine the need for accounting information and the function of the accountant 
in providing it. 


1.1 Forms of Business Organization 


There are three common forms of business organization: sole trader businesses, partnerships and limited compa- 
nies. All three types of organization are run with a view to making profits. 
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1.1.1 Sole Trader Businesses 


A sole trader operates a business himself or herself, keeping any profits which are made (after deduction of tax). This is a 
useful form of business for certain types of trade or profession. For example, a plumber, carpenter, financial services adviser, 
tax adviser, writer or nightclub singer could each operate as a sole trader business. Each of the people named offers a service 
to the public; each receives money in exchange for performance of the services. After deduction of the various expenses 
that are involved in running the business, any sum that is left over is the profit, all of which can be kept by the sole trader. 


Example 1.1 


He finished his apprenticeship, Yasin sets up in business as a plumber. He pays a friend to set up a website for him, 
subscribes to a plumbers’ trade association, and waits to be contacted by members of the public and other businesses 
who require plumbing services. Yasin charges fees for his services out of which he must meet business expenses. 

What are Yasin’s business expenses? They will typically involve: cost of tools, expenses of running a van, mobile phone 
bills, advertising and small amounts of administrative expense, such as paying for an accountant to sort out his tax affairs. 

In order to keep his business affairs in good order, he will need to keep receipts as evidence of his expenses, copies 
of the bills he makes out to his customers and bank statements. It is important not to mix up the business income and 
expenditure with his own personal items. 

Yasin or his accountant will summarize all the income he has received from customers and all the expenses of running 
the business on an annual basis. 


Income less expenses = the profit of the business 


The tax authorities (Her Majesty's Revenue and Customs in the UK — HMRC for short) will naturally take an interest in 
Yasin’s business activities. He will have to pay tax, based upon the calculation of his profit. Later in the chapter, we will 
examine the tax regime in a little more detail. 


CHARACTERISTICS OF THE SOLE TRADER FORM OF BUSINESS The sole trader is the only person responsible for the manage- 
ment of the business. Although he or she may employ other people as the business gets bigger, all the decision 
making and risk taking involved in the business rests on the shoulders of one individual. If the business runs into 
financial difficulties or faces other problems, the sole trader is on his or her own in addressing them. 

Sole trader businesses tend to remain fairly small. For people who are self-employed in the types of trade or 
profession mentioned earlier, this type of business can work very well. However, if the business is of a type that is 
likely to grow very much bigger, the sole trader form of organization will need to be replaced by a partnership or 
limited company structure which allows more than one person to act as manager. 

If a sole trader overstretches himself or herself financially, perhaps by borrowing too much, or if losses rather 
than profits are made, he or she is liable for all the consequences as an individual. For example, a lender would be 
entitled to pursue repayment of a loan even to the point where the sole trader would have to sell personal property 
to repay it. In extreme cases, this can result in personal bankruptcy. 

The sole trader business is relatively informal and easy to set up. The business does not require registration of a 
separate legal entity and so it is quite likely that no legal costs will arise. In the initial stages, at least, the principal 
administrative issues are likely to arise with the HMRC. A competent chartered accountant can mediate between 
the individual and the HMRC to ensure that the correct amount is paid, and that tax does not become a problem. 


1.1.2 Partnerships 


A partnership is a business which is run by two or more people with a view to making a profit. Typically, partnerships 
are fairly small businesses, but there are certain types of business activity in which very large partnerships are operated. 
Professional partnerships, such as those between solicitors, may develop to be very large businesses indeed. There is 
a legal restriction which limits the number of partners in most types of partnership to 20; however, professional part- 
nerships (solicitors, accountants, surveyors, architects, for example) are exempt from the restriction. The very largest 
partnerships are such big businesses that people who may have barely met each other are in partnership together. 
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Example 1.2 


Wi and Winona start a business selling sports equipment; they will rent shop premises for retail sales, but will 
also run an online ordering service from the room behind the shop. The business is established as a partnership with 
a business name of WW Sports. The two partners decide that, as they will both be working full-time in the new business, 
they will share all the profits from the business equally. 

As in the case of Yasin in Example 1.1, it will be necessary to keep some records of the business activities. However, 
unlike the case of the sole trader, Yasin, there are some legal requirements governing the records that have to be kept by 
the business, and the way in which the business operates. Partnerships are covered by the Partnership Act 1890. This is 
a relatively straightforward piece of legislation which sets out a basic structure of legal relationships between partners, 
minimum record-keeping requirements, and ways of resolving disputes between partners. For example, the Partnership 
Act states that profits will be shared equally between partners, unless they make some other agreement between them- 
selves. Winston and Winona have agreed in any case to share profits equally; this is a common arrangement where all 
partners are contributing equally to the success of the business. However, they could share profits in any way that seems 
appropriate. 


Many different trades and professions may be run through the medium of a partnership; apart from the 
professions noted above, doctors, pharmacists, business consultants, shopkeepers, builders, hairdressers and almost 
any other type of trade or business activity could be run via a partnership. 

Apart from the basic legal structure set out in the Partnership Act 1890, partners may decide to draw up a formal, legal 
agreement between them. Typically, this would set out the details of the financial and legal arrangements which are to 
operate; it might, for example, state that Partner A will receive 60% of the profits of the business while Partners B and C 
each receive 20%. It may also deal with the actions to be taken in the event of a dispute between the partners. Not all part- 
nerships bother to have a formal agreement of this type set up, but it can prove to be very useful if relationships turn sour. 


CHARACTERISTICS OF THE PARTNERSHIP FORM OF BUSINESS The success of a partnership depends to some extent on the 
quality of the relationships between partners. Sometimes, people who are friends, or who are related to each other, 
set up a business partnership together. The pressures of running a business can sometimes place an intolerable 
strain on what has previously been a good relationship. On the other hand, where partnerships work well, they can 
be highly productive, especially if the partners have a range of skills that complement each other. Winona, in the 
example above, is perhaps very good at selling over the counter, but lacks the attention to administrative detail that 
is required to run the online ordering side of the business. If Winston is a good administrator, he will complement 
Winona’ skills, and between them they will perhaps be able to run a successful business. 

As well as sharing in the running of the business, the partners are likely to be able to command more resources to put 
into the business. At the start-up stage, each may have savings or other resources (such as equipment) which they can put 
into the business. If the partnership needs to borrow money, it may be in a better position to do so than the sole trader. 

If the partnership loses money, or cannot repay loans, lenders are able to recover money owed by requiring the 
partners to sell items of property which they own personally. In this respect the partnership is no different from the 
sole trader, and the partners face the consequence of bankruptcy in the worst cases. 

Each partner is liable under the law for the actions of his or her partners. If Winona makes a business decision 
which turns out badly and the partnership is left owing a large amount of money, both Winona and Winston are liable 
for the consequences of the decision. Winston could not claim that he knew nothing about the agreement; he would 
still be equally liable with Winona. (It really is important for partners to know and trust each other thoroughly.) 

A partnership business is not difficult to set up. However, partners should be prepared to go to the additional 
trouble and expense of having a clear partnership agreement drawn up with the help of a solicitor. It will make the 
resolution of any disputes in the future easier to resolve. 


1.1.3 Limited Companies 


A limited company is a legal arrangement for regulating the ownership of business. A company is regarded as a 
separate person for the purposes of the law; so, for example, a company, unlike a partnership, can enter into a legal 
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contract. This means that, if the other contracting person sues, he or she sues the company, not the owners of the 
company. The company itself becomes liable for its unpaid debts, overdrafts and so on. 

This legal construction is an extremely important feature of the business world, in the UK and in many other 
countries. Because the company itself enters into contracts, takes out loans and so on, its owners are protected from 
any adverse consequences of the action. This is the concept of limited liability. It is an extremely useful and helpful 
device which protects shareholders from personal loss if the business runs into trouble. 

Setting up a company (the process of incorporation) involves some legal formalities which must be followed 
strictly. It is therefore more difficult than setting up a sole trader business. However, the difficulties should not be 
overstated: there are specialist company registration firms which, for a modest fee, take care of all the formalities. It 
need cost little more than £150 to set up a company. 

After the company is incorporated, there are certain regular legal formalities which must be complied with. More 
details are given below. 


Example 1.3 


W inston and Winona decide to set up their business as a limited company, rather than as a partnership. The business 
is registered in the name of WW Sports Limited. They divide ownership of the business between them; each owns 
exactly 50% of the shares in the business. Winona and Winston are both shareholders. Both are involved in the day-to-day 
management of the business and, as well as being shareholders, are also directors. 


CHARACTERISTICS OF LIMITED COMPANIES Shareholders are liable only for the amount which they have paid into the 
company in exchange for shares. This is the maximum amount which they can lose if the company is, for example, 
sued for not repaying its loans on time. 

The legal formalities involved in setting up and running a limited company are more complex than for part- 
nerships and sole traders. The directors of a limited company are responsible for making available to the public a 
certain amount of financial information about the activities of the company, on a regular basis. They must do this 
via Companies House, an agency which is responsible for the collection of data relating to companies. Any member 
of the public can obtain information, including accounting information, about a limited company through the 
Companies House website (www.gov.uk/government/organisations/companies-house). Information which could 
remain private in a sole trader or partnership organization must be made public by limited companies. 

In small companies, shareholders (who are the owners of the company) and directors (who are responsible for 
managing it) are the same people. However, in larger companies it is frequently the case that most shareholders have 
nothing to do with the management of the company. Day-to-day management can be left in the hands of direc- 
tors who are professional managers. Shareholders in very large companies often have virtually no contact with the 
company or its managers. 

Chapter 7 later in the book provides more detailed information about companies and their accounting. 


1.2 Sole Traders, Partnerships and Limited Companies Contrasted 


When setting up a business from scratch, the founder or founders must consider carefully which form of business 
organization is most suitable for them. Usually, it is sensible to take professional advice on the matter as it can be 
advantageous for tax purposes to choose one form over another. Leaving tax to one side for the time being, the 
following are the principal advantages and drawbacks of the three different types of organization. 


1.2.1 Sole Trader - Advantages 


It is easy to start up as a sole trader. 

e There are no legal formalities on start up. 

e The sole trader is self-reliant; he or she does not risk the personality clashes which can occur where more than 
one person is managing a business. 

e The sole trader does not have to share the profits from the business with anyone else. 
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1.2.2 Sole Trader - Drawbacks 


e A sole trader bears all of the consequences of legal action against the business for unpaid debts and unfulfilled 
contracts. His or her personal property may have to be sold to meet business debts. 

A sole trader organization remains small-scale. 

The sole trader bears the brunt of any losses or business difficulties. 

There is no co-manager with whom problems can be shared. 

If the sole trader is weak in some aspect of business expertise (ability to sell, to manage people, to keep track of 
business records) the business may suffer because there is no one available with complementary skills. 


1.2.3 Partnership - Advantages 


e Ina partnership, management is shared and the business can benefit from the complementary skills that the 
partners bring to it. 

e Business decisions do not have to be taken alone. 

e Business risks are shared, as are any losses which the business makes. 


1.2.4 Partnership - Drawbacks 


Partners are responsible in law for the consequences of each other’s actions. 
Partners face unlimited liability; they must bear all of the consequences of legal action against the partnership. 
Their personal property may have to be sold to meet unpaid business debts. 

e The profits of the business are shared between all the partners whereas a sole trader keeps all the profits for 
himself or herself (but note that a partnership business, which combines the skills of two or more people, 
should be able to generate higher profits than a sole trader). 


1.2.5 Limited Company - Advantages 


e The most significant advantage conferred by company status is the limitation of personal liability. Shareholders 
can invest in a business knowing that they will not be pursued for further contributions once their shares have 
been paid for. 

e The limited company legal structure allows for shareholders to appoint professional managers as directors. 

e A limited company’s shares can be used to spread the ownership of the business amongst many people. 

Shares can be sold and bought so that transfer of ownership is relatively easy and straightforward. 


1.2.6 Limited Company - Drawbacks 


e Setting up a company requires adherence to a set of strict formal legal requirements, and will sometimes 
require professional advice. 

e Regular filing of financial information at Companies House is a legal requirement; this involves additional 
administration and means that members of the public have access to information which would remain strictly 
private in a partnership or sole trader organization. 


B efore moving on, make sure that you can answer the following ‘true or false’ Self-test question 1.1 


I (answer at the end of 

a) Setting up a partnership does not involve any particular legal the book) 

considerations. TRUE or FALSE? 
b) A sole trader is liable personally for all losses made by the business. 

TRUE or FALSE? 
c) A director of a company cannot hold shares in that same company. 

TRUE or FALSE? 
d) Partners are responsible in law for the consequences of each other’s 

actions. TRUE or FALSE? 
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1.3 Finance for Business 


When starting a business, the founder or founders must find a source of finance to pay for the setting up costs, any 
equipment that is needed and, probably, for the expenses of the business for the period during which it is getting 
established. 

Most established businesses will also require finance from time to time to pay for such items as: 


e buying major items of equipment or land and buildings 

e expanding the scope of the business (for example, opening new offices or conducting research into new 
product feasibility) 

e helping the business through difficult periods such as temporary recessions or decreases in sales. 


In this section of the chapter we will examine the principal sources of finance that may be available to a business. 
Some are more appropriate than others for particular purposes. Note that Chapter 20 considers the financing of 
businesses in much more detail than the brief summary provided below. 


1.3.1 Existing Resources 


When a business starts up, the founder(s) will almost certainly make an initial contribution of their own resources. 
This may be in the form of cash they have saved, or won or been given. It could be in the form of cars or vans, premises 
or some other item of resource. Such initial contributions are known in accounting terms as capital introduced. 
Where partners contribute to the setting up of a business, they may contribute unequal amounts depending on 
the resources they have at their disposal. In such cases, it may be decided between the partners that those who 
contribute more will receive an extra share of the profits to compensate. 


E” R] 
Example 1.4 


akes, Jones and Jessop form a partnership to conduct legal business. The total capital introduced by the partners is 
£190,000, constituted as follows: 


Jakes: office building valued at £100,000 
Jones: cash of £50,000 
Jessop: cash of £30,000 plus office equipment valued at £10,000 


The partners decide between them that they will allocate 10% return on each of these contributions out of the profits 
made by the business, before dividing the profits equally between them. The business makes £49,000 profit in its first year, 
which will be allocated between the partners as follows: 


Jakes Jones Jessop 
£ £ £ 

10% on Jakes’s capital: £100,000 x 10% 10,000 
10% on Jones's capital: £50,000 x 10% 5,000 
10% on Jessop's capital: £40,000 x 10% 4,000 
Remaining profit split equally between the partners: 
£49,000 — (10,000 + 5,000 + 4,000) = £30,000 
Split equally 10,000 10,000 10,000 
TOTAL 20,000 15,000 14,000 


The introduction of capital is possible at any point subsequent to the foundation of the business. Whenever the 
business needs more resources, the initial founders may be able to make a further contribution. 
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1.3.2 Retained Profits 


As a business grows it makes profits. The owners of the business usually take out part of the profits as their reward 
for investing in it. However, they are not obliged to take out the whole of the profits. They may choose to leave some 
in the business to be invested to produce growth and further profits. The amount of profit left in the business is 
referred to as retained profits. This can be a very good source of funds for further investment as it is not dependent 
on any outside person or organization. 


1.3.3 Borrowing Money 


When thinking about potential sources of finance, borrowing may be one of the first possibilities that springs to 
mind. However, borrowing is not always the most appropriate source of finance for a business. In some circum- 
stances it simply may not be obtainable. Many business start-ups would not be able to borrow money, because no 
organization would be willing to take the risk of lending it. Lenders need to know that: 


e the money they lend will be paid back eventually; and 
e the business will be able to pay a reasonable rate of interest on the borrowing. In order to do so the business 
needs to stand a good chance of being profitable. 


THE COST OF BORROWING The cost of borrowing is the interest that must be paid on a regular basis to the lender of the 
money. Large institutional lenders may agree to lend money to the business but they will expect to receive interest 
payments on time and without fuss. 


THE RISK/RETURN RELATIONSHIP Banks and other lenders do not always charge the same rate of interest. They make an 
assessment of how risky the lending is, i.e. how likely it is that the borrower will fail to repay. If the loan is perceived 
as being more risky than average, the lender will either refuse to lend, or will charge a high interest rate on the lend- 
ing. Sometimes, it may only be possible to borrow at extremely high interest rates. 


SECURITY Sometimes banks and other lenders will not lend unless the loan is secured. For example, a bank may make 
a business loan to an established sole trader business, but only on condition that it is secured on his or her house. 
This means that if the loan is not repaid, the bank would be able to force the sale of the house in order to ensure 
that funds are made available for repayment. A mortgage is an example of a secured loan. Businesses often take out 
commercial mortgages to assist in the purchase of property in the form of real estate. 


OVERDRAFTS Overdraft facilities may be obtainable through the business’s bank account. An overdraft is most likely 
to be made available to a business if it can prove that the extra funds are needed only in the short-term and that the 
business is fundamentally sound. 

It should be noted that an overdraft is a short-term solution. It is technically repayable on demand; this means 
that the bank can demand immediate repayment of the overdraft at any time. In practice, however, banks rarely 
demand immediate repayment. 


1.3.4 Leasing and Hire Purchase 


When a business makes a large purchase of an item which will be used over the medium- to long-term it has to pay 
out a lot of cash at one time. Sometimes it makes sense to look at alternative ways of financing a major item. 

Under a leasing arrangement, the business (the lessee) pays a regular amount to a lessor in exchange for the use 
of an item such as a piece of machinery. The lease often extends over a period of years. The lessor, usually a financial 
institution, pays for the machine which is delivered to the lessee’s premises and will, typically, remain there through- 
out its useful productive life. The lessor organization is the legal owner of the machine but will probably never even 
see it. The lessee never owns the machine, but will use it, often for years, in the business. 

Short-term leases are sometimes taken out on items such as photocopiers and cars. The items may be replaced regu- 
larly and each time this happens a new lease is negotiated. Again, the lessee never actually owns the item in question. 

Hire purchase is a similar arrangement to the longer-term leasing described above, with the difference that, once 
the final agreed payment is made under the terms of the agreement, ownership passes to the purchaser business. 
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1.3.5 Grant Finance 


Businesses may be able to obtain grants from the government, local authorities or other agencies and funding 
bodies. Usually, grants would be awarded only in quite specific circumstances. For example, a local authority which 
is trying to encourage the growth of local business, might allow companies moving into the area a rent-free period 
in local authority business units. Although this is not a grant of cash it is a saving on the expense of rental, and it 
may well entice businesses into the area. 

Grant finance is very advantageous in that it usually does not have to be repaid. However, there may be strings 
attached. In the example given above, a business taking advantage of the rent-free period might have to undertake 
to stay in the area for a further minimum period of time of, say, three years. 


1.3.6 Financing Companies: Share Issues 


A company (but not a partnership or sole trader business) can raise additional finance by issuing more shares for 
cash. If the company is doing well, it can offer existing and potential shareholders a sound investment opportunity. 


1.3.7 Financing Companies: Venture Capital 


Medium-sized companies may be able to seek finance from venture capitalists. A venture capital company 
invests for limited periods in growing companies, in order to give them a short- to medium-term financial 
boost. Usually, the venture capitalist buys into the shares in the company, and will often provide management 
expertise as well. 


1.4 Short-, Medium- and Long-term Finance 


It is important for businesses to match their needs for finance with the most appropriate form of finance. Using an 
overdraft to buy a new office building, for example, would be highly inappropriate. Taking out a ten-year commer- 
cial mortgage, on the other hand, would probably be the most sensible course of action. 

The table below categorizes the different sources of finance discussed earlier into short-term, medium-term and 
long-term sources. 


Short-term Medium-term Long-term 

Existing resources YA YA YA 
Retained profits V V YA 
Borrowings YA YA YA 
Mortgage YA 
Overdraft Vv 

Short leases Vv 

Long leases and hire purchase YA Vv 
Grant finance YA Vv YA 
Share issues Vv Jv 


hich one of the following types of finance would NOT be suitable for a sole Self-test question 1.2 


j 2 
aoc (answer at the end of 


a) Leasing h k 
b) Overdraft the book) 
c) Issue of share capital 


d) Grants 
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1.5 Fundamentals of Taxation 


Taxation is a fact of life for most people and businesses. This section takes a brief look at the most common taxes 
levied on the different types of business examined earlier in the chapter. 
1.5.1 Income Taxes (Personal Taxation) 


Sole traders and partners in business partnerships make profits which are chargeable to tax. The tax that is levied is 
not a specific business tax; it is charged according to the individual’s own circumstances at income tax rates. 


Example 1.5 

C erise and Cherry are partners in a discounted clothing business. Under their partnership agreement Cerise takes 60% 
of the profits and Cherry takes 40%. In the tax year 20X2/X3 the partnership profits are £30,000. Neither partner 

has any other source of income. 


Cerise will be entitled to 60% of the profits: £30,000 x 60% = £18,000 
Cherry will be entitled to 40% of the profits: £30,000 x 40% = £12,000 


Each partner will include her share of the profits in her personal tax return. Each woman will be liable for income tax on her 
share less any attributable personal allowances. National Insurance contributions will also be payable. 


1.5.2 Corporation Tax 
As the name implies, this is a tax levied on companies. Directors are paid a salary for working in the company, and 
they will pay tax on the amounts they earn (just like any other employee). The company itself, however, is liable to 
corporation tax on its profits. 

The company’s profit is calculated (income less expenses = profit) and then corporation tax rates are applied. 


1.5.3 Capital Gains Tax 


If an item such as an office building is sold at a profit, capital gains tax is likely to be charged. Capital gains tax applies 
to both individuals and companies, and so would be levied on sole traders, partnerships and limited companies. 


1.5.4 Value Added Tax 


Value added tax (VAT) is the UK’s principal form of indirect tax; it is a tax on transactions in goods and services. As 
private individuals, we frequently pay VAT on goods and services that we purchase; we have no choice in the matter, 
and because prices are charged inclusive of VAT we don’t usually even notice that we are paying the tax. 

What about VAT from the point of view of a business? Businesses act as collectors of VAT which they pay over 
to the government authority which collects it (the HMRC), ona regular basis. The following example demonstrates 
the operation of VAT: 


Example 1.6 


P alfrey and Bennett Limited is a retail business which sells men’s clothing from shops in several towns in the UK. The 
company adds a charge of 20% (the standard rate of VAT) to all the items that it sells. The company’s customers pay 
the tax. 

At the end of the three-month period ended 31 March 20X4, Palfrey and Bennett completes a VAT return. Total sales 
before VAT for the three-month period are £100,000. VAT at 20% is £20,000. This amount of £20,000 is known as 
output tax. 
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However, Palfrey and Bennett has itself, paid VAT on the purchases it made. During the same three-month period it 
has bought goods totalling £70,000 before VAT. VAT at 20% is £14,000. This amount of £14,000 is known as input tax. 
The quarterly liability to HMRC is calculated as follows: 


Output tax for the quarter £20,000 
Less: Input tax for the quarter £14,000 
VAT payable £6,000 


The company must complete a VAT return immediately following each quarter. In this case, by the end of April 
20X4 they must send the VAT return to HMRC together with payment of £6,000. HMRC is very strict indeed about 
deadlines. 

Each of the businesses supplying Palfrey and Bennett will also be obliged to fill in VAT returns and make payments to 
HMRC. People in business often complain about the large administrative burden imposed by accounting for VAT. However, 
once a business has set up systems to cope with VAT, filling in the VAT return is usually straightforward. 


This section provides only a very general introduction to the taxation of businesses. For the purposes of this book 
it is regarded as general background business knowledge. Detailed knowledge of tax is not required for any part 
of the material which will be covered in the rest of the book. In almost all cases, the exercises ignore the effects of 
taxation in order to avoid adding an unnecessary layer of complication. However, students should bear in mind that 
the effects of taxation can be a significant factor in the real world. 


A company sells a building at a profit. Which one of the following statements Self-test question 1.3 
is correct? The profit is taxable: (answer at the end of 


a) as a capital gain the book) 
b) under income tax rules on the company’s directors 


c) as a VAT input 
d) at the end of the VAT quarter. 


1.6 The Need for Accounting Information 


Quite simply, accounting information is produced because people need it. The reasons why they need it vary from 
one group of people to another. This section considers, for each of the main types of business organization identified 
earlier in the chapter, the range of accounting information that might be required, and the purposes for which it is 
needed. 


1.6.1 Sole Trader 


A sole trader business, because it usually remains small, is not complex in its organization. There is one manager, 
the sole trader, who may employ a few staff. The sole trader does not have to make information about his or her 
business profitability generally available. The HMRC may be the only external consumer of financial information 
about the business. 


ANNUAL INFORMATION Tax returns to HMRC have to be made once a year, within the stipulated deadline. The sole 
trader needs to prepare simple accounting statements to provide information for his or her tax return. There will be a 
statement showing the calculation of profit or loss for the year, and, possibly, a statement which shows the resources 
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owned by the business. These statements are known as the statement of profit or loss (sometimes referred to as the 
income statement) and the statement of financial position (sometimes referred to as the balance sheet). 


e The statement of profit or loss shows the revenue for the business for the year, less the business expenses. 
The remainder is either a profit or loss. 

e The statement of financial position shows the resources owned and controlled by the business at a single point 
in time. It also shows any amounts owed, for example, loans taken out from the bank and payments due to 
suppliers of goods. 


Every business has a year-end date. The statement of profit or loss is prepared for the year ended on that date, and 
the statement of financial position shows resources less amounts due on the same year-end date. 


QUARTERLY INFORMATION If the sole trader is registered for VAT, a quarterly VAT return will have to be prepared. As 
explained earlier, this contains a summary of sales and purchases transactions which have taken place in the quarter, 
and a calculation of input and output tax, in order to arrive at the net amount payable to HMRC. Failing to meet the 
deadlines for submission of the return and the amounts due must be avoided at all costs. Therefore, the sole trader 
business has to be able to keep accounting records sufficiently well to be able to provide the required information 
quickly. 


ACCOUNTING INFORMATION WITHIN THE BUSINESS As well as the information provided for external authorities, the sole 
trader needs more frequent information to help to manage the business efficiently, and to assist in decision making. 
At the simplest possible level this means keeping an eye on the state of the bank balance. At a slightly more sophisti- 
cated level, it is usually helpful to prepare regular accounting statements. A sole trader should keep records of sales 
and receipts of cash, and of the payment of expenses. From these it should be possible to prepare a simple monthly 
statement of profitability. This will not be used for reporting outside the business; it is an internal document for the 
sole trader’s own use. 


RECORDING AND SUMMARIZING INFORMATION In most cases, sole trader businesses do not employ an accountant. It would 
be far too expensive, and, besides, because accounting information needs are relatively modest, there would be 
little point. If the sole trader is equipped with some basic knowledge of record keeping, has the time to do it, and is 
sufficiently well organized to keep the records straight, the cheapest and most straightforward option is to do the 
job himself or herself. 

Some sole traders pay a book-keeper for a few hours a week to keep the records straight. Where staff are employed 
it is particularly important to keep good records and to make accurate calculations of pay, income tax and National 
Insurance contributions due. 

In almost all cases, the sole trader is well advised to use the services of a qualified accountant for assistance 
with preparing annual financial statements, preparing tax returns and ensuring that the correct amount of tax is 
paid. Unless some very complex advice is involved, this kind of service can usually be purchased for a few hundred 
pounds each year. 

In summary, the sole trader produces financial information to be used outside the business by HMRC. No other 
external party can require information from the sole trader. Financial information for internal use will be produced 
as frequently as necessary to provide the sole trader with the information needed to run the business. 


1.6.2 Partnership 


A partnership, as noted earlier, does not need to make financial information generally available to the public. 
However, it must, in the same way as the sole trader, prepare annual financial statements which form the basis for 
tax calculation by HMRC. Also, quarterly financial information will probably have to be made available to HMRC 
in the form of summaries of sales and expenses and input and output tax totals supplied on the VAT return every 
quarter. 

In most respects the information requirements are, so far, very similar to those of a sole trader. However, there is 
one important difference: in a partnership, the annual statement of profit or loss provides the profit figure which will 
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I here enter into the domain which Christianity ignores. Two 
examples will fully suffice, I hope, to make my meaning clear. 


The Divinity of Jesus, God's incarnation in Jesus, Jesus God and 
Man, these are the truths admitted, proclaimed, incessantly 
repeated in different forms, by the Gospels and the primitive 
documents of Christianity. I have already said [Footnote 38] that "it 
is the fact itself of the Incarnation which constitutes the Christian 
faith, and which rises above all definitions and all theological 
controversies. To disregard this fact—to deny the divinity of Jesus 
Christ—is to deny, to overthrow the Christian religion, which would 
never have been what it is, and would never have accomplished 
what it has, but that the Divine Incarnation was its principle, and 
Jesus Christ—God and Man—its author." 


[Footnote 38: Meditations on the Essence of Christianity. 
Second Meditation, pp. 75, 76.] 


But Christians have not confined themselves to the belief of this 
sublime truth; they have striven to explain it; they have sought to 
know and to define how, and when, the divine nature and the 
human nature became united in Jesus Christ, to what extent such 
union took place, and what effect it produced upon Christ's 
personality. Hence all the questions, all the controversies, which 
were raised as to the mode and the consequences of the divine 
incarnation, by Nestorius and Eutyches, and which in the councils 
of Constantinople, of Ephesus and Chalcedon, divided and agitated 
the Christian Church, especially in the East. 


Man had here essayed to construct a science of Religion and of 
divine History. 


The Gospels, the Acts of the Apostles, and the Epistles, as 
unanimously and persistently as they have proclaimed the 
Incarnation, contain and proclaim another great truth of 
Christianity, the co-existence of the Father, Son, and Holy Ghost, 


and their combined action upon the human soul. The Trinity is 
written in the New Testament, where it takes its place in the history 
and in the Faith of Christ from their very beginning. Here, again, 
men have refused to restrict themselves to History, or to a belief in 
History; they have essayed to determine the elements, and to 
explain the "quomodo" of the religions truth; in other words, to 
transform history into science. Hence all the controversies, all the 
contests, all the authoritative decisions which have pretended to fix 
the nature, rank, and relations of the three Divine persons, or the 
manner of the one God's existence and action in the Trinity of 
Father, Son, and Holy Ghost. 


I enter into none of these controversies; I examine none of the 
doctrines and decisions which those controversies have either 
originated, or disputed; I now only seek to determine their 
essential character; it is the transition from divine truth to human 
science: it is Theology, the offspring, more or less legitimate, of 
Religion. 


When I say its offspring more or less legitimate, and speak of 
Theological science in these guarded terms, it is not that I do not 
design to say openly all that I think upon the subject. The scientific 
Theology of Christianity commands often my admiration, always my 
respect. In their effort to explain the grand facts of the Old and 
New Testament, its writers have addressed themselves to a glorious 
task; they have in pursuing it fallen upon and thrown light upon 
sublime truths; they have engaged for the cause of Christianity in 
formidable contests; they have lent a moral influence often 
pregnant of effect to the institutions and authorised teachers of 
Christ's religion. But their efforts have been even more ambitious 
than energetic, more compromising than efficacious; they have, 
even with the words unceasingly in their mouths, shown an 
ignorance of the limits of human science. The Christian Religion is a 
miracle, the miraculous work of God; this was the point from which 
they started, their fundamental datum; forgetting what they have 
so affirmed, they have sought and they have thought to ensure the 


triumph of the divine truth by explaining it; they have obscured and 
changed it by an intermixture of man's work. Man can recognise as 
realities the facts which are at the same time both Christian 
dogmas and Christian mysteries. Man can recognise his own 
subjection to them, but it is not given to man to make of them a 
science. 


Bossuet also essayed to fathom the Trinity; in the midst of his 
explanations and of his comparisons, he stops short and exclaims: 
"I do not know who can vaunt that he understands that perfectly, 
or who can satisfy himself as to what the modes of being can add 
to being, or as to whence arises their distinction in the unity and 
the identity which they have with the being itself. All this is not 
very comprehensible; all this, nevertheless, is truth." [Footnote 39] 


[Footnote 39: Elévations sur les Mystéres. Works of 
Bossuet, vol. ix., p. 49.] 


Thus after this final effort of his genius, it was in Christian 
ignorance that the last great doctor of the Church was forced to 
take refuge. 


It is not only that these attempts of Scientific Theology are 
unsuccessful, they entail, as experience painfully shows, a serious 
danger. Pride is the ordinary companion of science, and what pride 
equal to the pride of the science which dares to believe that it has 
penetrated the secrets of God's action and of man's destiny! 
Scientific Theology has had the greatest share in religious 
persecutions; its doctors have had to defend not only their faith but 
their system, not only God's work but their own work and this 
simultaneously. Those whose systems were the most logical have 
generally been the most tyrannical; history in this respect fully 
confirms what independently of history might fairly be presumed; 
namely, that supposing the faith equal, "Christian ignorance" is far 
more naturally and readily inclined to moderation and charity than 
Theological science. 


But it is not only the scientific Theologians whose ambition and 
efforts have led them to mount beyond the sphere of human 
science; others there are who fall in a different manner into the 
same error and the same peril. The Mystic Theologians ask for light 
as to the relations of God to man, not from dialectics and 
reasoning, but from sentiment and inspiration. They admit between 
God and man a direct and mysterious communication, which, in 
certain cases and upon certain conditions, conveys to the human 
being divine revelations of a character personal and individual. With 
this torch in the hand they approach the questions which concern 
grace, prayer, and the destiny awarded by Providence to each 
creature, and flatter themselves that they are able to raise the veil 
by which the solution of such questions is hidden. 


I cannot contemplate without profound emotion these pious 
impulses of the human soul, desirous of penetrating the secrets of 
God. What more excusable than that ardent and trembling curiosity 
in the midst of the darkness of our life and destiny? Whoever 
believes really in God cannot fail to believe himself under the eye 
and in the power of God; how, indeed, would it be possible for him 
to admit that his Creator is indifferent and powerless? There are, it 
may be added, very few who, at certain moments and under 
certain circumstances, have not felt, in the innermost recesses of 
their being, a stirring, an impulsion, not proceeding from 
themselves, nor from the world around them, inexplicable to them, 
except as proceeding from a superior source and power. Who of us 
has not, in the course of his life, been sometimes aware of a 
design foreign to his own volition, his own forecast, conducting him 
to an end which he did not forecast? And, finally, in the infinite 
number of prayers rising to God from the midst of human misery 
and suffering, are there not some to which the event brings 
satisfaction, just as there are others with respect to which the 
contrary is the case? Hence the problems of the divine Grace, the 
divine Providence, the efficacy of prayer. No doubt the desire is 
very natural which passionately aspires to solve problems so grand, 
and which, in the hope to do so, strives to rise to a direct and 


personal communication with their Divine author. But the more 
natural the desire, the more profound the error. No doubt God acts 
upon us, upon our soul, and upon our destiny, by his providence 
and by his grace; no doubt he hears and listens to our prayers; but 
it is not given to us to foresee his action and his answer, nor to 
appreciate them in their motives and their effects. "The ways of 
God are not our ways." Whether general problems are submitted to 
man's intelligence, or questions touching him personally trouble his 
soul; whether the Doctors of Theology construct systems, or the 
Mystic Theologians fall into ecstasies, we see in all these cases that 
man has arrived at limits which oppose an effectual barrier to his 
scientific vision, and which no transports of piety will ever enable 
him to overleap. Beyond those limits, the condition imposed by God 
upon man is confidence in spite of ignorance; or in other words, 
"Christian Ignorance" which is gage at once for his wisdom, his 
charity, and his liberty. 


Fifth Meditation. 


Christian Faith. 


Forty years ago, upon the appearance of a work of the Abbe 
Bautain, entitled "The Morality of the Gospel compared with the 
Morality of the Philosophers," I published, in the "Revue Francaise," 
an essay upon that state of the human soul which is called Faith, 
upon the different intellectual facts which it expresses, and the 
different ways by which man attains to it. Although my special 
subject, at present, is no longer Faith in its abstract sense, but of 
Faith in Christ, it is not foreign to my purpose to lay before readers 
in the year 1868 some passages which appeared in my essay in 
1828. For notwithstanding the imperfection of the essay referred to, 
I have not ceased to regard it as founded on just reasoning; it 
serves as a Starting-point for that Meditation upon Christian Faith 
which I now give to the press. 


By the word faith is commonly understood a certain belief in facts 
or dogmas of a special nature—in facts or dogmas of religion. This 
word, indeed, has only this meaning, when in speaking of the 
faith the term is used alone and absolutely. This, however, is 
neither its sole meaning, nor its fundamental meaning; it has a still 
more extended sense from which its religious sense is derived. 
Expressions like the following are met with:—"I have full faith in 
your words; this man has faith in himself—in his strength—in his 
fortune, &c." This employment of the word faith in secular 
matters, so to say, occurs more frequently in the present day; it is, 
however, no recent invention, and religious ideas have never been 
so exclusively its sphere that the word faith has not had also other 
significations attached to it. 


It appears, then, by the usages of common speech and popular 
opinion, 1st, that the word faith designates a certain internal 
condition of the person who believes, and not merely a certain 
species of belief: that it refers to the nature itself of the conviction, 
not to its object; 2ndly, that this word was, nevertheless, in its 
origin, and still is, more generally applied to those kinds of belief 
termed religious. What then, in its special and ordinary application 
to religious belief, are the variations which have taken place in its 
meaning, and which are taking place every day? 


Men engaged in teaching and preaching a religion, a doctrine, a 
religious reform, sometimes whilst appealing to the whole energy of 
the human mind in its state of liberty, succeed in producing in their 
disciples an entire, profound, and powerful conviction of the truth 
of their teaching. This conviction is called Faith; a name which 
neither masters and disciples will repudiate, nor even their 
adversaries disallow. Faith then is only a profound and imperious 
conviction of the truth of a dogma of religion; it matters little 
whether the conviction has been acquired by way of reasoning, or 
has been generated by controversy, or by free and rigorous 
examination; that which gives to it its character, and entitles it to 
the name of Faith, is its energy, is the empire which that energy 
gives to it over the whole man. Such at every time was the faith of 
the great Reformers, and more especially in the sixteenth century, 
such the faith of their most illustrious disciples, of Calvin after 
Luther, and Knox after Calvin. 


The same men have preached the same doctrine to persons whom 
it was impossible for them to convince by the use of reasoning, by 
an appeal to examination, or to science, to women and crowds of 
persons incapable alike of laborious study and of lengthened 
reflection. They spoke to the imagination, to the moral affections, 
where the persons whom they addressed were prone to feel 
emotion, and to believe in consequence of emotion. They gave the 
name of Faith to the result of their action, just as they had done 
so to the result of the process essentially intellectual of which I was 


before speaking. Faith thus instilled was a religious conviction, not 
acguired by reasoning, and deriving its origin in human sensibility. 
This is the idea of faith as entertained by the Mystic Sects. 


Appeals to human sensibility and human emotion have not always 
sufficed to generate faith. Another spring of human influence has 
been resorted to; and men have been commanded to adhere to 
practices and to form habits. Man must sooner or later attach ideas 
to the acts which are habitual to him, and attribute a meaning to 
that which produces in him a constant effect. The mind was led to 
the belief of the principles which had given birth to certain practices 
and habits. A new kind of faith appeared, it had for its principle 
and dominant characteristic, the submission of the mind to an 
authority invested with the right at once to govern man's life and to 
regulate his thought. 


Finally, faith has not everywhere nor constantly been generated in 
the human mind, either by the free exercise of the intelligence, or 
by appeals to sensibility, or by the formation of habits. It was then 
said that faith was incommunicable, that it was not in man's power 
to impart faith, or to acquire it by any exertion of his own, that for 
this purpose God's intervention and the action of his grace were 
necessary. Divine grace became thus the preliminary condition of 
faith and its definitive character. 


The word faith has, consequently, in turn expressed: ist, a 
conviction acquired by the free efforts of the human intelligence; 
2ndly, a conviction acquired by way of the sensibility, and without 
the concurrence of the reason, and often even against its authority; 
3rdly, a conviction acquired by man's long submission to a power 
invested with a power from on high to command conviction; 4thly, 
a conviction induced by supernatural means,—by divine grace. 


What in the midst of this variety of sources from which it may 
emanate is the essential and invariable character of faith? What is 


the state of the soul in which faith reigns when we consider it 
independently of its origin and of its object? 


Two kinds of belief exist in man: the one, I will not call it innate, 
for this is an inexact and justly criticised expression, but a belief 
natural and spontaneous which springs up and establishes itself in 
the mind of man, if not without his being aware of it, at least 
without the help of any reflection or volition on his part, by the 
development alone of his nature and the influence of that external 
world in the midst of which his life is passed; the other kind of 
belief is the result of laborious examination and reflection, the fruit 
of voluntary study and of the power possessed by man either to 
concentrate all his faculties upon a certain object with the design of 
mastering it, or to direct the thought inwards, and realise what is 
there taking place—to render an account thereof to himself, and 
thus to acquire by an act of volition and of reflection, a knowledge 
which he did not before possess, although the facts which form its 
object nevertheless existed as facts external—and which he might 
see by his eyes,—or as facts which were taking place within him. 


Of these two kinds of belief which merits the name of faith? 


It seems at first sight that the name is perfectly suitable to that 
kind of belief which I have termed natural and spontaneous: such 
belief is exempt from doubt and disquietude; it directs man in his 
judgment, in his actions, and with an empire which he dreams 
neither of eluding nor contesting; it is ingenuous, unhesitating, 
practical, sovereign; who would not recognise in it the 
characteristics of faith? 


Faith has in effect two characters; but it has at the same time 
others which belief natural and spontaneous has not. Almost 
unnoticed by the man who is yet guided by it, this natural and 
spontaneous belief is to him, as it were, a law from without which 
he has received, not accepted; which he obeys by instinct without 
having given it any intimate and personal assent. It suffices for the 


exigencies of his life; it guides him, admonishes him, impels him, or 
checks him; but without, so to say, any concurrence on his own 
part, without giving birth in him to the sentiment that any active, 
energetic, or powerful principle is stirring within him, without 
procuring him the profound joy of contemplating, loving, adoring 
the truth which reigns over him. Faith, on the contrary, has this 
power; faith is not science, neither is it ignorance; the mind which 
faith penetrates has never yet, perhaps, rendered a true account to 
itself of that in which it has faith; and, perhaps, never will do so; 
but the mind is, nevertheless, certain of it; to the mind it is 
present, living; it is no longer a general belief, a law of human 
nature which governs the moral man, as the law of gravitation 
governs bodies; it is a personal conviction, a truth which the moral 
man has made his own by force of contemplation, of voluntary 
obedience, and love. Henceforth this truth does much more than 
suffice to his life, it satisfies his soul; it does much more than direct 
him, it enlightens him. How many, for instance, live under the 
empire of a natural and instinctive belief that moral good and moral 
evil exist, without our being able to affirm that they have faith in 
them. Such belief is in them, as it were, a master undisputed; to 
whom, nevertheless, they render no homage, whom they obey 
without seeing and without loving. But if a circumstance, a cause, 
however trivial, revealing, so to say, the conscience to itself, should 
attract and fix their attention upon this distinction between moral 
good and evil, which is a spontaneous law of their nature; should 
they knowingly acknowledge and accept it as their legitimate 
master, should their intelligence honour itself by comprehending it, 
and their liberty do itself honour by obeying it; should they feel 
their soul, as it were, the sanctuary of a sacred law, as the focus 
into which this truth concentrates and establishes itself in order 
thence to diffuse its rays of light; this is no longer simple natural 
belief, it is faith. 


Faith, then, does not exclusively consist of either of the two kinds 
of belief which at first sight seem to share between them the soul 
of man; it partakes at once of natural and spontaneous belief and 


of the belief which is the fruit of reflection and science; yet it 
differs from each; like the latter, it is individual and intimate; like 
the former confidant, active, dominant. Considered in itself, 
independently of all comparison with any other particular and 
analogous state of the intellect, faith is the full security of man in 
the possession of his belief, as absolved from effort, as exempt 
from doubt; the path which the mind has pursued in arriving at it is 
obliterated, and a sentiment only is left behind of the natural and 
pre-existent harmony between the mind of man and the truth itself. 
To the man whose mind faith penetrates, his intelligence and his 
volition present no longer any problems for solution as to the things 
which are the objects of his faith: he feels himself in full possession 
of the truth to light and to guide him on his way, and in full 
possession of himself to act according to the truth. As faith has 
internal characteristics which are peculiar to it, it has also, with 
some strange and rare exceptions, external conditions which are 
necessary to it; it is distinguishable from other modes of human 
belief, not only by its nature, but by its object. Up to a certain point 
these conditions may be determined and perceived, although 
imperfectly, according to the nature itself of that state of the soul 
and of its effects. A belief may be so entire and sure of itself that 
no further effort of the intellect seems necessary, and the believer, 
wholly absorbed in the truth which in his judgment he possesses, 
may lose all memory of the way by which he arrived at it. A 
conviction may be so forcible as to become master of his every 
action, as well as of every impulse of his mind, and may 
imperatively force and morally oblige him to submit all things to its 
empire; a state this of the intellect which is the fruit, perhaps, not 
merely of the exercise of the intelligence, but of a strong emotion, 
of a long obedience to certain practices, and in the midst of which 
all the three great faculties of man, the sensibility, the intelligence, 
and the will, are simultaneously in activity, and simultaneously 
satisfied. Where all this is the case, the occasion which has induced 
such a situation of the soul, had need be one worthy of the soul, 
and of its situation; the subject with which it is so occupied, had 
need be one which embraces the entire man, which sets in play all 


his faculties; responding to all the reguirements of his moral nature, 
it has a right in return to all his devotedness. 


The characteristics of ideas proper to become really a faith would 
seem a priori to be intellectual beauty, and practical importance. 
An idea which should present itself to the mind as true, without at 
the same time striking it by the extent or the gravity of its 
consequences, might produce certitude; but the name of faith 
would not be suitably applied to it. Nor would the practical merit, 
or the immediate utility of an idea suffice of itself to generate faith; 
to do so it must also attract, it must also take possession of the 
human mind by the pure beauty of truth. In other words, in order 
that a simple belief, whether instinctive, or arising from reflection, 
may become faith, the thing believed must be of a nature to 
procure to man the united joys of contemplation and of activity, to 
awaken in him the twofold sentiment, that it is of lofty origin and of 
potent influence; his idea must be such as that he shall be induced 
to regard it as a medium between the ideal world and the real 
world, as a missionary charged to model the one upon the other, 
and to unite them. 


It is easy to understand why the name of faith is used almost 
exclusively to characterise religious beliefs; no other belief 
possesses in so high a degree the two characteristics, [Footnote 
40] which provoke the development of faith. 


[Footnote 40: Intellectual beauty and practical 
importance. | 


Many principles of science are beautiful and fruitful in useful 
applications; political theories may strike the mind by the elevation 
of the ideas which they embody, and by the grandeur of their 
results; the doctrines of a pure morality are still more surely and 
more commonly invested with this double power. Nor have these 
kinds of belief failed sometimes to generate faith in the human 
soul. Still, to receive a clear and profound impression at one time 


of their intellectual beauty, at another of their practical importance, 
a certain measure of science and of sagacity, or a certain turn for 
public life, or for politics, as the case may require, is almost always 
necessary, and this does not belong to all men, nor to every epoch. 
Religious belief, on the contrary, has no need of such resources: it 
carries in itself, and in its very nature, infallible means of effect; 
having once penetrated into the heart of man, however limited and 
undeveloped in other respects his intelligence may be, or however 
rude and low his condition, it seems to him a truth at once sublime 
and usual, a truth which addresses itself to him as an habitant of 
this earth, and at the same time which opens to him access to 
those lofty regions, to those treasures of intellectual life, which 
without the light of faith he would have never known; it has for 
him the charm of the purest truth, and exercises over him the 
empire of the most powerful interest. Can it astonish us, that the 
belief once existent, its transition to a state of faith should be so 
rapid and so general? But it is precisely on account of its instinctive 
tendency to transform itself into faith, and into a faith of 
extraordinary energy, that religious belief has need to continue 
always free and always subject to the tests which Liberty has the 
right to impose. Legitimate faith, that is, as we understand it, the 
faith which does not deceive itself as to its objects, and which 
addresses itself really to the truth, is beyond contradiction the 
loftiest condition to which the human mind, in its present state, can 
attain, for it is that state in which man feels his moral nature fully 
satisfied, in which he gives himself up entirely to the mission 
prescribed to him by his thought. But a faith may be illegitimate; it 
is possible for this state of the soul to be produced by error; the 
chance of error (experience proves this at every step) is even here 
greater, the more the different routes which lead to faith are 
multiplied and the more its effects are energetic; man may be led 
astray in his faith by his sentiments, by his habits, by the empire of 
moral affections or of external circumstances, as well as by the 
defect or the abuse of his intellectual faculties; for his faith may 
spring from any of these various sources. Nevertheless, faith once 
there, it is daring and ambitious; it passionately aspires to diffuse 


itself, to usurp, to reign, and constitute itself the law of opinions 
and facts. Not only is faith ambitious, it is strong, it possesses, it 
displays, in support of its pretensions and its designs, an energy, an 
address, a perseverance, which are almost always wanting to 
opinions simply scientific. So that for this mode and degree of 
conviction and belief, far more than for any other, there is chance 
of the individual falling into error, and of society falling under 
oppression. 


For these perils there is but one remedy, Liberty. Whether in belief 
or in action, the nature of man is the same: not only his will but his 
thought, if it is not to become absurd or culpable, has incessantly 
need of contradiction and of control. Where faith fails, moral energy 
and moral dignity fail equally; where liberty does not exist, faith 
first usurps,—then becomes bewildered—finally destroys itself. If 
human belief passes to the state of faith, it is its progress and its 
glory; if, in its efforts toward this result, and after having attained 
it, it abides constantly under the control of the free intelligence; we 
have, in this fact, at once a guarantee for society against the 
tyranny of that faith and a pledge that the faith is legitimate. In the 
co-existence and mutual respect of these two forces consist the 
excellency and security of society. [Footnote 41] 


[Footnote 41: Revue Francaise (January, 1828), 
Méditations et Etudes Morales, par M. Guizot, pp. 143, 
173-175 (edition of 1861).] 


If I consider this essay, or psychological portrait, shall I rather call 
it, of faith in general, and compare with it Christian faith, I am 
immediately struck by two features as characterising it. On the one 
side, the ideas and the facts upon which Christian faith is founded, 
have evidently that twofold merit of intellectual beauty and of 
practical importance which has both the right and the power to 
compel faith. On the other side, Christian faith may originate, in 
fact does originate, in sources the most diverse, in study and 
rational meditation, in sentiment, in authority, in an appeal to the 
divine grace. 


What grander and more impressive to the mind of man than the 
principles of Christian faith, regarded as a whole? God and Man 
incessantly present the one to the other, in the life of each man, as 
in the history of the human race! What more grave and more 
momentous, regarded from a practical point of view? In the present 


hour, it is peace to the soul of man, peace to his life; in the future, 
it is his destiny throughout eternity. 


The diversity of the sources of Christian faith is not less evident 
than its intellectual beauty and its practical importance. Beyond a 
doubt, the Christian faith of the Chancellor de l'Hospital, of Pascal, 
of Bossuet, of Fénelon, of Luther, of Calvin, of Newton, of Euler, of 
Chalmers, was as much the fruit of reflection and of learning, was 
as freely meditated and adopted as the scepticism of Montaigne 
and of Bayle, as the sensualism of Hobbes, and the pantheism of 
Spinoza. It is equally certain that all Christian communities, Roman 
Catholic or Protestant, have had their mystics, their eminent and 
sincere believers, whose faith was illumed and fed by sensibility and 
imagination; in the former case in the emotions and practices of 
fervent piety; in the latter, in empassioned transports and strivings 
after a direct communication with God and with Christ. As for the 
faith founded upon authority, the Church of Rome has presented 
the most extraordinary example which the world has ever seen, 
and if Protestantism has caused the faith of individuals to make 
great strides in the direction of liberty, it has nevertheless taken for 
its fixed basis the divine inspiration of the Sacred Book, and has 
thus ensured a great importance and very efficacious influence to 
the principle of authority. 


Having thus placed Christian Faith in its true point of view, and 
assigned to it its just rank in the history of the human soul, let us 
see whence arises the contest in which that Faith is engaged with 
natural Religion and with religious philosophy? What is the principle 
of this contest, and what its character? 


Here we are met by that all-important question, the question which 
has been agitated during nineteen centuries, and to which all the 
intellect of modern times has applied itself. Is the Christian Faith in 
contradiction to human reason? Some affirm that a contest 
between the two is natural and inevitable; of these there are who 
tell us that reason should give way to faith, and again others who 


say that faith should yield to reason: whereas, on the contrary, 
there are those also who deny that such contest is inevitable, and 
who maintain that faith and reason, as they ought to do, may both 
live in peace with each other. 


In my opinion, the difference between Christian Faith and that 
which is styled natural Religion, or religious philosophy, is profound; 
but I do not think that the question between the two has been 
rightly put, or that the character of their opposition has been rightly 
defined. 


To discover what, in effect, this character is, I address myself, first, 
to the philosophers. 


We know how Descartes began his great philosophical inquiries, to 
what state he brought his mind in order to enter upon his task: "I 
persuaded myself," says he, "that I could not do better with respect 
to the opinions which up to that time I had entertained, than to 
begin by ridding myself of them entirely, in order then either to 
replace them by better opinions, or to return to the old ones if I 
should find them, on examination, to conform to the standard of 
reason." Then proceeding to determine the precepts to be followed 
by him in this recasting of all his opinions by such standard,—"My 
first principle," said he, "was never to accept anything as true, 
unless I could evidently recognise its truth; in other words, to avoid 
carefully any precipitate judgment, to allow my mind to follow no 
bias, and not to comprise anything in its judgments but what 
presented itself so clearly and so distinctly to my mind as to leave 
me no room for doubt." [Footnote 42] 


[Footnote 42: Discours de la Méthode. Works of 
Descartes, vol. i., pp. 135, 141; edition of M. Cousin.] 


More than a century after Descartes, Condillac, wishing to trace to 
its source the origin of human knowledge, and to write the history 
of its progressive development, did far more than obliterate from 


his mind its primitive ideas. He began his labours by curtailing the 
human mind of a great part of its proper proportions; he reduced 
man to the primitive condition of a statue, leaving to it no other 
faculty than the sensation: and then he fancied he could derive 
from sensations all man's ideas, all his knowledge,—in fact, the 
entire man himself. 


Thus these two great systems, Spiritualism and Sensualism, have 
their very commencement, each in an arbitrary assumption. 
Descartes, effacing from the human mind all that it has learnt to 
know or to believe, solely by its spontaneous activity, and by the 
natural course of human life, has treated the mind as a tabula 
rasa, and to fill up the void which he has so made, he does not 
admit anything there unless it presents itself "so clearly and so 
distinctly to his mind, as to leave him no room to doubt respecting 
it." Condillac, on the other hand, suppresses not only all that which 
man has learnt spontaneously and without reflection, but the man 
himself; leaving in the place of man a statue, sentient, it is true, 
but only sentient, and with this statue and his sensations alone, he 
undertakes to reconstruct the man—the entire man—with all the 
developments of his nature and of his thought. 


I see nothing in either of these processes more than a starting 
point entirely fictitious, a false step made at the very 
commencement of philosophy,—in short, a mere hypothesis. 
Descartes rendered admirable services to the cause of liberty and 
of intellectual sincerity; Condillac contributed to the progress of the 
method which I shall call, the method of anatomy and scientific 
dissection applied both to the human mind and to the material 
world; but from their very commencement both these philosophers 
threw themselves out of the high road, the straight road of 
philosophy; each from the very commencement substituted a mere 
hypothesis in the place of an exact and complete appreciation of 
facts. It is far from my intention to discuss either of these two 
systems; I am content to put aside the two hypotheses, the tabula 
rasa of Descartes, and the statue of Condillac, and I proceed, my 


way lighted by the facts, as they are, naturally produced in the 
history of the mind of man, to inguire what is the cause, and what 
the import, of the struggle which is taking place between 
rationalistic religious philosophy, and Christian faith. 


The true point of departure of this history and the first of the facts 
which show themselves there, is the co-existence of man and the 
universe, spectator and spectacle, the one confronting the other, 
the "mor and the "non moi," the subject and the object, in the 
language of philosophy. I hasten to say that I repudiate absolutely 
the different systems,—Pantheism, whether materialistic or 
idealistic, —Scepticism, whether idealistic or absolute,—which refuse 
to admit this primary fact, deny the reality of the external world, or 
the legitimacy of the knowledge of it which the understanding 
acquires, see only illusions in the relations of man to the universe, 
or absorb man and the universe together, in the confusion and the 
obscure darkness of a pretended identity. I do not dream of here 
discussing these different systems; if I engaged in such discussion, 
I should have to deal with something very different from the 
question to which I am applying myself at this moment. Here I 
have only to do with Rationalistic Spiritualism. This form of 
Spiritualism has so much in common with Christianity, that it admits 
the reality and the distinction of the "mov" and of the "non moi' 
of the subject and the object, of the spectator and the spectacle, of 
spirit and matter, of man and the universe. For Rationalistic 
Spiritualists as well as for Christians, this is the great fact in the 
midst of which, and under the empire of which, man's intelligence 
is developed, man's life passed. Man is there passive, active, and 
witness, all simultaneously. As spectator he receives impressions 
from the spectacle, which both prompt him to act, and which stir 
his being from within; he is witness both to what is passing within 
himself and to what is passing without himself. Notwithstanding the 
diversity and the mobility of the impressions which he receives from 
without, and of the acts which he originates himself, he has a 
consciousness of his own personal and permanent existence, and 
also the consciousness of existences other than his own; he knows 


not, by the way of reasoning or hypothesis, but by instinctive and 
immediate intuition, that which, although it is not himself, yet acts 
upon himself as something coming from himself. Man discovers the 
external world as he becomes aware of himself, by the 
intercommunication which takes place between them, and which, 
nevertheless, shows him how distinct from himself is that external 
world. He observes and notes both what takes place without him 
and within him. The results of this observation he terms facts, nor 
are they for him vain appearances, creations merely of his thought 
or volition; they are manifestations to him of realities independent 
of himself, and yet to which he stands in relation; they are bonds 
of union in which he feels that he is highly interested, not merely 
as any curious spectator might be, but as a real being; interested, 
not merely for the sake of science, but interested as one whose 
very destiny is therein involved. 


Amongst these facts, in their nature so numerous and so diverse, I 
only select those which concern the religious instincts of man, or 
the questions which they suggest. I admit two kinds of these; first, 
the spontaneous and common religious beliefs, which mankind 
professes, although under very different forms and in very different 
degrees; secondly, the theories and systems of philosophy, 
emanating from and promulgated by philosophers in order to bring 
under discussion the popular religious opinions, and to resolve the 
questions which they involve. On the one side is the natural and 
instinctive religion of humanity; on the other is human science, 
which, when it addresses itself to the task of disengaging natural 
religion from every system of mythology, is called religious 
philosophy. 


Are there in the nature and in the religious history of men no other 
great facts besides these instincts of humanity, and these systems 
of human science? Natural Religion with its mythologies, and 
religious philosophy with its systems, are these all the religious aid 
accorded to man to enlighten him upon subjects of religion? 


To the guestion thus formalised, Rationalistic Spiritualism says, Yes; 
whereas Christian Faith replies, No. 


In addition to the facts to which I have just referred, viz., the 
instinctive beliefs of mankind, and the systemised doctrines of 
human science concerning religion, the Christian faith admits and 
proclaims another great religious fact, the real and active presence 
of God in the life of man and in the history of humanity. What the 
Christian faith affirms is, that the real and active presence of God, 
in man's life, amidst the mysteries of Providence, of prayer, and of 
grace, and the real and active presence of God in the history of the 
human race, amidst the mysteries of Revelation, of Inspiration, of 
the Incarnation, and of the Redemption, do not constitute simply a 
poetical mythology, are not merely hypotheses of philosophy, but 
are psychological and historic facts which human science cannot 
explain, but which it nevertheless can, nay, is bound to recognise. 


Not philosophers only, but the whole human race, believers and 
disbelievers, are placed in the same permanent position in which all 
Originally stood; that is to say, Man stands always confronting the 
Universe, Man always at once spectator and actor, greedy to know 
and comprehend the spectacle on which he is looking, and of which 
he himself forms part. The spectacle is immense, infinite; the 
spectator petty, imperfect, ephemeral, diverse, and with limited 
powers of vision. Accordingly as he is situated, accordingly as he is 
disposed and his intelligence reaches, he sees to a greater or less 
distance, and with a vision more or less accurate, all that the 
spectacle presents. He observes more or less completely, more or 
less exactly, the facts which are occurring there. Hence the 
differences of opinion amongst mankind. Who are they amongst 
them who succeed best in appreciating and in describing these 
facts without altering their character or omitting any? This is the 
fundamental question, the question antecedent to and which 
governs all the others. 


The contest, then, between Christians and non-Christians, is not a 
contest between Faith and Reason. Reason occupies a place, and a 
large place, in the Faith of Christians; they attain to faith as well by 
reason as by sentiment or authority; nor is there, at the same time, 
in the negations or the doubts of non-Christians, as much reflection 
and as much accurate observation as they themselves suppose. Are 
Christians right in affirming not only the existence of God, but his 
real and active presence in the life of man and in the history of the 
human race? Are these psychological and historic facts which 
reason and science are bound to admit? Or are the Deists who are 
not Christians justified in denying these facts and in limiting God to 
existence alone, and in treating him as subject to the general and 
permanent laws assigned to all other existences? 


As far as Christianity and Rationalistic Spiritualism are concerned, 
this is the real question at issue. 


Having pointed out the source of the differences of opinion which 
we find amongst men, I will now indicate their consequences. 


Rationalistic Spiritualism affirms the existence of God, and those 
who follow this system evince the strongest desire to demonstrate 
his existence. They are right; for the existence of God, and the 
rational consequences of his existence, form all their natural 
religion, all their religious philosophy. In these days, men of minds, 
as eminent as sincere, M. Emile Saisset, M. Jules Simon, M. Ernest 
Bersot, M. de Rémusat, have made earnest—I would willingly say 
pious—efforts to elucidate the proposition of God's existence, and 
to derive from it all the aid that reason can furnish to explain the 
instincts and satisfy the religious exigencies of humanity. But these 
Spiritualists deceive themselves. They do not attain to God himself, 
they only attain to the idea of God; what they establish is the 
admissibility of the intellectual idea, not the presence of a real 
being. In rejecting the psychological and historical facts upon which 
Christianity is founded, that is to say, the relations free and 
unintermitted of God with Man, whether in the individual life of 


each man or in the history of the mankind, Rationalistic Spiritualism 
deprives itself of direct and positive evidence to prove God's 
existence; it places a human argument in the place of the divine 
manifestation, and a scientific work of man in the place of the real 
action of God. 


In an excellent book, justly entitled by him "Idea of God," another 
contemporary philosopher, M. Caro, has valiantly, and with brilliant 
success, defended this idea against the different systems which 
reject or distort it. And not limiting himself to polemics, he has 
concluded his work by a forcible and clear enunciation of his own 
thought. "It is the living God, the intelligent God, whom we defend 
against the God of Naturalism, who would not be more than a law 
of geometry or a blind force; against the God of Hegel, who would 
not be more than an indeterminate Being, an origin and a 
commencement of things, or an absolute mind, result at once and 
product of the world; against the God of the new Idealists, who, to 
save his divinity, strip him of his reality. We affirm, in opposition to 
all these subtle and hazardous conceptions, that a supposed perfect 
being, unless he had an existence, would not be perfect; that a 
mere ideal of the mind is not a God; that if he is not a substance 
he is but a conception, a pure category of spirit, a creation and 
dependence upon man's thought which, in ceasing to exist, 
annihilates its God; that, if he is not cause, he is the most useless 
of beings; and if he is cause, he is mind supreme, for were he not 
so he would be nothing but an unconscious and necessary agent, a 
blind spring of the world, inferior to what he produces, since in the 
organic matter that emanates from him, an intelligence displays 
itself, of which he would possess nothing, and since too in man is 
manifested a divine Reason. 


Another remark, and we have done with our definition. This living 
God, this God intelligent, is also a God that loves ... A God that 
loved not would not be worthy of being adored ... We do not adore 
a law, however simple it may be, however fruitful in consequence; 
we do not adore a force if it be blind, however potent, however 


universal it may be; nor an ideal, however pure it may be, if it be 
only an abstraction. We only adore a being who is living perfection, 
the perfection of reality in its highest forms of mind and love. Every 
other adoration implies a contradiction if the object is a pure 
abstraction, idolatry if the object be the substance of the universe 
Or humanity. 


This is God as he appears to reason, and as the religious 
conscience of humanity will have him. This is your God." [Footnote 
43] 


[Footnote 43: L'Idée de Dieu et ses Nouveaux Critiques. 
By E. Caro. p. 498. 8vo. Paris, 1864. ] 


It is to be regretted M. Caro has not carried his conclusions still 
higher, and completed his work by proceeding on from philosophical 
spiritualism to Christian Spiritualism. 


Rationalistic Deism is merely an idea of God, given as the 
philosophical solution of the grand problem, which the spectacle of 
the Universe and of Man in the Universe causes to weigh upon the 
soul of man. 


Christianity is faith in God, Being real, Sovereign real, continually 
present, and active in the government of the Universe, as he is in 
the soul of man and in the history of the human race. 


Rationalistic Deism arrives at the idea of God, and stops short 
there, because it ignores the psychological and historical facts 
which go beyond this idea. It is by holding account of these facts, 
and by doing to them the homage which is their due, that 
Christianity forwards and justifies her faith. 


Sixth Meditation. 


Christian Life. 


Every doctrine, religious, moral, or political, has yet to submit to a 
test—the great test—the practical application. The idea has to be 
transformed into reality, the thought to be made life. 


Philosophers pride themselves upon searching only for the truth, 
upon busying themselves only with the theoretical truth of their 
ideas, to the neglect of every other consideration. They are right in 
one sense: for the knowledge of truth, of truth as it is in itself, is 
that which the human mind proposes to itself as its object, and is 
the only thing which can satisfy it; if man pretends to it, it is his 
right and his honour to do so: whatever the object of his study, the 
mind does not halt or rest until it believes that it has attained to 
the truth. 


This is no privilege of philosophers; neither are they the only ones 
for whom truth is a law: all men have a right to live under its 
empire, whether as to facts or ideas. No one, not even those who 
affect most disdain for theory, would venture to lay down the 
principle that we should be indifferent whether we are essentially in 
the right, and that practically there is no difference between truth 
and error. 


But by what signs is truth recognisable? Are there no other than 
the affirmations of that inquisitive spectator, named the human 
mind? Is it only by language, by reasoning, and by discussion, that 
the truth of an idea and of a doctrine manifests and proves itself? 


To such a pretension, if advanced, I hesitate not to reply with a 
denial, and in doing so, to repeat what I have just said: every 
doctrine, religious, moral, or political, has to submit to a test,—the 
practical application. The idea transformed into reality, the thought 
made the life; these are the most certain signs of an idea being 
intrinsically true, these, too, are proofs of its reasonable legitimacy, 
which it is bound to give. 


There is a radical difference between the material world and the 
intellectual world. The laws which regulate and maintain order in 
the material world, are independent of man, of both his thought 
and his volition. It matters not that he knows these laws, or is 
ignorant of them; they do not the less exist and govern; man has 
no power to change, arrest, or suspend their operation; he cannot 
influence them. Galileo was right to say of the earth, in spite of his 
judges, "Still it moves;" it would have moved even if Galileo, as well 
as his judges, had been ignorant of the fact, and the contest 
between the whirlpool of Descartes and Newton's principle of 
attraction, was a matter perfectly indifferent to the general system 
of the world. There man's error is absolutely without effect or 
influence. 


In the intellectual and moral world it is otherwise; here man is not 
only spectator, he is an actor, an actor free or not to act— to act 
with effect. He thinks and he wills, and so contributes to the facts 
which take place in the world; he knows, or is ignorant of, the 
laws, he respects or violates the laws which preside here, but 
which do not preside here as laws external to and independent of 
himself. Man's errors, man's faults, are not here without real and 
serious consequences; they have the power of sowing evil and of 
carrying perturbation into the intellectual and moral world, thus 
delivered up, as the Bible proclaims, to the disputes of men. 


Learned men, in the study and appreciation of the material world, 
separate sciences absolutely, and, considering each apart from its 
practical application, occupy themselves in their scientific 


investigations only with the pure theory. This I understand and 
admit; for such a course does not endanger the security of society 
or the results of their own labours. Their ignorance and their errors 
have no doubt grave inconveniences; the facts and the forces of 
the material world are either misconceived or not turned sufficiently 
to account; man and human society do not reap all the advantages 
which the profound and exact knowledge of the truth might, in this 
respect, procure them. Such ill, although real, is of a negative 
description, a good, it may be, missed or postponed; but no 
general disturbance results in that material world upon which 
naturalists or chemists concentrate their labours; the world will not 
have to undergo the effect, nor to pay the penalty, of their 
ignorance or of their errors. The intellectual and moral world, on 
the contrary, runs a greater risk, and imposes upon its teachers 
severer duties; no doubt these study it as freely, and make truth, 
too, their object; but science does not here escape the weight of its 
own conclusions; it is a power as formidable in its abuse as it is in 
itself sublime; it may carry into the world to which it addresses 
itself trouble instead of order, incendiarism instead of light. If 
practical application is not here the object of science, it is still its 
necessary and appropriate proof; in facts as in a mirror are 
reflected the truth or the error, the good or the ill, of human 
Opinions. 


Christianity has now been subjected to this test for nineteen 
centuries: it is subject to it at this moment, it will continue ever to 
be so. I need not say that I do not propose to retrace here the 
narrative of the manner in which it has supported and surmounted 
that test; that would be to write the History of Christianity. I 
confine myself, on the contrary, to a single small part of this 
history, the most modest part, the least pretending: and shall 
endeavour to bare a little to the view what Christianity, when it has 
been put into practice, what Christian Faith, after it has become 
Christian Life, has in the different situations of man's life 
accomplished, and is every day accomplishing, for the ennoblement 
of his nature, and the furtherance of his ultimate destiny. 


Three words, "Rights of Man' inscribed upon the banners of the 
French Revolution, constituted its force; the rights of man as man, 
rights by this title alone, by virtue alone of his humanity. Three 
other words, Liberty, Eguality, Fraternity, have served as a 
commentary upon the three former. Itis in the name of these two 
maxims that the French Revolution is making the tour of the world; 
they are the sources of the good and the evil, the movements in 
advance as well as the ruinous calamities of our time and of an 
unknown future. 


Whilst all of true and good that these two maxims contain is 
Christian and was proclaimed by Christianity, all that they have of 
false and fatal is condemned and expressly repudiated by 
Christianity. Not only in this terrible confusion does Christianity 
proclaim in principle the part that is good, and condemn in principle 
the part that is evil; but Christianity alone, in point of fact, has the 
necessary authority and moral force to suppress the evil without at 
the same time causing the good also to perish. 


It is a subject to us, in these days, of pride, and of a pride that is 
just, that we have at last begun to consider man himself, the 
individual man, his existence, and his personal liberty, his rights, 
and the guarantees of his rights, as the essential objects of social 
institutions. We have at last emerged from the rut of pagan 
antiquity, glorious at once and rude, where the individual, made 
wholly subordinate, was sacrificed to the state, where man was 
regarded simply as citizen, and thousands of human creatures were 
degraded and treated as cyphers in favour of a single class. Men 
are no longer numbered as Jews and Gentiles, Romans and 
Barbarians, freemen and slaves. Christianity first not only 
proclaimed but put into practice this important truth. The right of 
every man, as man, the worth of the human soul, and of the 
human person, irrespectively of his situation in life, constitute the 
starting-point, the fundamental idea, the dominant precept of the 
Christian religion. It was, in effect, in religious society, in the rising 
Christian Church, that this principle was first proclaimed, and first 


put into practice; Christianity treated the relation of man to God as 
the chief concern of man's life, and religious liberty as the chief of 
human liberties; it was in the presence of God that Christians 
admitted the egual importance of every soul; as it was amongst 
Christians themselves that they greeted each other as brethren, 
and that fraternity engendered charity. But although sprung from a 
source so elevated, and applied at first upon a stage so small, the 
Christian idea was not on that account less potent, or less fruitful; 
in spite of obstacles and reverses it maintained itself, and diffused 
itself through centuries and over distant countries; it made constant 
efforts to penetrate civil society. At the epochs of the history of 
Christendom which are most to be deplored, in the midst of the 
oppressions and the iniquities which have brought desolation upon 
it, daring voices have never been wanting: at one time it was the 
voice of the Christian Church itself directed against the masters of 
the earth; at another a voice issuing from the bosom of the Church 
itself, full of generous protestations against the disorders and acts 
of violence which were taking place in its own bosom. Jesus, God 
and man, having raised man before God, man never afterwards 
entirely humiliated and degraded himself before any human 
tyranny. In the presence of the greatest inequalities of earthly 
power, the appellation, brethren, never ceased to be echoed in 
Christian Society; and even at this day, after all the progress which 
equality has made in civil society, it is only in religious societies and 
in Christian Churches that men hear themselves greeted as 
brethren. 


The Christian faith has not only exercised a political influence in the 
state by changing the relations in which individuals stand to the 
political authorities, or in which the different classes stand to one 
another: it has also introduced a change in the constitution of the 
primary natural and imperishable association, called family. There, 
also, it has caused to disappear, at one time, the despotism of 
husband and father; at another, the degradation of wife, and the 
brutal or licentious independence of children. If we give ourselves 
the trouble to compare the Christian family as religion, laws, and 


morals have made it, with the family of antiguity which was most 
strongly constituted, namely, the Roman family,—we shall not need 
to examine long before we discern clearly on which side order 
really is, on which side the just appreciation of natural sentiments, 
the respect for right and liberty. 


I have said that at the same time that Christianity proclaims and 
puts in practice all that is true and healthy in the popular maxims 
of our times, man's rights and liberty, his equality and fraternity, it 
condemns and rejects all that they contain of false and deplorable. 
There is one very striking fact in the history of the foundation of 
Christianity, a fact traceable not merely in the records of a few 
years, but through three centuries. Christianity began with resisting 
absolute power, and with laying claim to liberty of conscience. It 
owed its establishment to the same cause. In the Roman world no 
one any longer made even a show of resistance; every kind of 
oppression was in force, every claim to freedom abandoned: the 
Christians again raised high the banner of right, and of resistance 
in the name of right; but never did they raise their banner to 
encourage revolt or attacks upon authority; they undertook the 
defence of liberty against tyranny, and never made appeals to 
insurrection against authority. Martyrdom, not murder; such is the 
sum of the history of Christianity from the day of its birth in the 
manger of Jesus, to the day when it mounted the throne of 
Constantine. The reason of this is, that from the time when 
Christianity was yet in its cradle, and even afterwards when it was 
struggling to conquer its liberty, liberty was not an exclusive idea 
for Christians either in their doctrines or their lives: they 
recognised, respected, and proclaimed with equal solicitude both 
principles upon which the moral order of the world reposes, 
authority and liberty. They never, in any respect, sacrificed the one 
to the other, nor humiliated the one in the presence of the other; 
masters and disciples, all referred power to its true source, and did 
homage to its right at the same time that they maintained their 
own right against power. When Jesus spoke, the people were 
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